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The Personal Work of An 
Outstanding Authority 


ROBERT H. MONTGOMERY is emi- 
nently qualified to offer counsel of the 
type this Handbook represents. For years 
he has made a special study of tax legisla- 
tion. Today he stands as one of America’s 
very highest authorities in the field. 

He is a Certified Public Accountant; 
Counsellor-at-Law; Member of the firm of 


interpretation of doubtful provisions. 
Tax authorities every- 


WARNING. where agree that work 


under the Revenue Act of 1932 is going to be 
unusually complex and difficult. Help such 
as this new manual by Mr. Montgomery 
offers is of tremendous importance. 


This law contains entirely new taxes in addi- 
tion to a general revision of the income and 
estate tax laws, designed to prevent reductions 
of these taxes by various ways previously re- 
garded as perfectly legitimate. These new 
provisions, particularly in the income tax law, 
have had no counterparts in recent years. In 
a number of cases, their constitutionality will 
undoubtedly be contested. 


In other words, in preparing tax returns this 
year, you must not only acquaint yourself with 
new taxes and a new procedure, but provide 
protection against overpayments under provi- 
sions which may be held invalid. 


Interpretation, not Compilation 


Montgomery’s new FepErAL Tax HANpDBOOK 
provides a trustworthy analysis of the law and 
its application—including recent Treasury rul- 


For Use Now and All Through 
The Year 


ie is extremely important for you to settle as 
soon as possible the disposition of transactions 
during this current calendar year which are tax- 
able in returns filed under the 1932 law. 

This means, of course, that you will have to 
anticipate the probabilities as to the position the 
Treasury is going to take on the many new pro- 
visions—including the new taxes—and decide on a 
course before Treasury regulations are out. 

If you have a tax practice, you should advise 
your clients to consult you now so that you can 
go over their tax situations with them and see 
that every transaction is being handled most eco- 
nomically from the tax standpoint. If you are 
privately employed, you should begin at once to 
check over your company’s affairs with the same 
purposes in view. 

In either case, you will find Montgomery’s 
FeperaL Tax Hanpsooxk a priceless timesaver. 









a Ross Bros. & Montgomery; Editor 
of the Financial Handbook; author of 
Auditing, of Federal Tax Practice, and of 
Income Tax Procedure, 1917-1929. 

His counsel in this new Fereprerat Tax 
HanbDBOOK combines the viewpoints of the 
lawyer and the accountant. 
















ings, court and Board of Tax Appeals deci- 
sions—which will guide you at every step and 
enable you to protect your clients or em- 
ployers against excessive or invalid exactions. 


Mr. Montgomery interprets into plain, posi- 
tive recommendations of procedure the whole 
1932 law as it applies to all the taxes contained 
—income, estate, gift, excise. Questionable 
provisions or rulings are discussed frankly 
with the author’s personal comments and sug- 
gestions as to the position to take and the 
course to follow. All through the book you 
get, together with your tax information, sug- 
gestions on the accounting procedure that will 
satisfy the requirements of the law. 


Order Your Copy Now 


HE price of this 1000-page Handbook 

complete is only $7.50—the very minimum 
outlay for the very maximum of information. 

You want the protection Mr. Montgomery’s 
counsel affords as soon as possible. You risk 
nothing in sending for the Handbook—you can 
send it back within five days after it reaches 
you if it is not satisfactory. For your own 
advantage, won’t you fill out the order form 
below and mail it now? 
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The machinery of The Corporation 
Trust Company for handling Delaware 
corporation business for lawyers is so 
complete as to evoke surprised admiration 
from Delaware visitors, yet it is but an 
example of the extent to which this com- 
pany goes in all departments of its busi- 
ness to give the utmost in service to 
attorneys . . . Just across the Green 
from the state capitol is The Corporation 
Trust Company’s Dover office, so placed 
that the quickest possible contact may be 
made with the Secretary of State’s office 
in handling business for lawyers—putting 
papers on file, procuring certified copies, 
getting official information. Then at Wil- 
mington are the company’s main Dela- 
ware Offices, so located in order that the 
metropolitan railroad and mail services 
of Wilmington may be obtained—the 
company’s own fast motor cars connect- 
ing Wilmington with Dover in practically 
an hour’s time, thus saving for its attor- 
ney-clients several hours of delay over 
any other possible arrangement of offices, 
and in many cases, a whole day. There 
are no other such facilities in Delaware 
for the lawyer’s convenience. 
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Aspects of the Problem of Income Taxation 
From the Standpoint of Corporations 


Number 12 


By Epwarp H. GREEN * 


T IS customary, and easy to say, that a corpora- 
] tion wants the income tax law to be simple, 
definite and consistent from year to year, but 
that is only part of the story. A virtue, sometimes 
overlooked, is that the tax law should be based upon 
sound business principles. Taxes are among the 
most practical things in the world. Taxes must be 
paid in cash, and for this very practical reason an 
income tax law should avoid the taxing of theoretical 
profits, for if the profit be theoretical it does not give 
the corporation the wherewithal to pay the tax. 
Furthermore, upon the theory that an income tax is 
based upon an ability to pay, the income tax should 
not be imposed upon a supposed gain from a trans- 
action that does not give rise to an ability to pay. 
Likewise, the protection of the Government’s reve- 
nues and the equal distribution of the tax burden 
require that the law shall avoid the granting of 
deductions for theoretical losses. 

The income tax law has a number of repercus- 
sions. One of the great things that the income tax 
law has done is to improve generally the accounting 
methods of business concerns in this country. Many 
kept haphazard records, or had, at best, imperfect 
and unsatisfactory accounting systems. But when 
the income tax was imposed, and grew in impor- 
tance, it became necessary for concerns to keep their 
records and accounts in better shape: first, to enable 
them to make their returns properly, and, secondly, 
to enable them to substantiate their returns if ques- 
tioned by the Treasury Department. The simplest 
illustration is that if a taxpayer wished to obtain 
the proper deduction for business expenditures, it 
had to be prepared to prove to the satisfaction of the 
examining agent the fact of the making of the ex- 
penditure, and likewise its nature. 

The requirement for inventories compelled many 
business men, for the first time, to take proper in- 

* Of Sullivan and Cromwell; formerly Chairman of Committee on 
Taxation, Association of the Bar of the City of New York. Lecture 
presented at the “Symposium in the Law and Practice of Taxation” 
conducted at Columbia University as a part of the 1932 summer session. 


All of the lectures presented will be available soon in book form. See 
announcement on inside of front cover, 
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ventories of their stock in trade, with consequent 
benefit to themselves and to the efficient and proper 
conduct of their business. 


The allowance of a deduction for depreciation, to 
mention but one more item, had an important and 
beneficial effect. Many business concerns never re- 
garded depreciation as of any importance, or gave 
it any real thought, until they found it was a tax 
deduction. But in order to get this deduction, they 
had to be in a position where they could establish 
its amount and keep records with respect to it. 
This brought to the attention of many people for 
the first time the fact that many of their capital 
assets had a useful life for only a limited number of 
years and should be amortized out of current earn- 
ings during that period of useful life. This caused 
many concerns to study the problem for the first 
time, with a consequent improvement in their busi- 
ness practices and a truer understanding of their real 
financial condition. 


Undesirable Effects 


But the income tax law can also produce undesir- 
able results in much the same way. To the extent 
that the law is based upon poor accounting prin- 
ciples, it will almost unavoidably cause bad practices 
to develop in the business world. Many concerns, 
after being led to revise their whole accounting 
systems because of the statute and regulations, in 
order to make proper returns and prove them, began 
to keep their books and prepare their earnings state- 
ments and their balance sheets to agree with the 
returns that they gave the Government. Thus, 
when the Government return calls for bad account- 
ing, the taxpayer is apt to adopt bad accounting 
principles in its business. , 

There is an illustration of this when a corporation 
buys a tract of land with a building upon it. It tears 
down the building and erects a new one. The Gov-, 
ernment refuses the corporation permission to write 
off for tax purposes the cost of the building in the 
year in which it was torn down, but requires it to be 


































































































































































































































































































































































































































































































































































442 







added to the cost of the new building and written off 
over the life of the new building. From a tax stand- 
point, something may be said for it. From a busi- 
ness standpoint, the corporation will carry the new 
building on its books not at the cost to erect it, but 
at that cost plus the cost of the building that was 
torn down. If the corporation is required to keep 
its accounts in that manner for its income tax pur- 
poses, it is under a real temptation to keep its own 
books in the same way. This results in its carrying 
on its balance sheet a wholly fictitious asset, namely, 
what it paid for a building that is no longer in 
existence. 


Or we may take the question of what shall be 
capitalized in the construction of a capital asset. 
Assume that a manufacturing company is erecting 
an additional building, and uses its own employees. 
The building is erected at a cost of $50,000, but in 
the course of it an employee is accidentally killed, 
and the company pays $25,000 damages to his family. 
It is obvious that the building is not worth $25,000 
additional because of this expense, and conservative 
bookkeeping would tend to carry it at the cost of 
$50,000 and not at a cost of $75,000. However, the 
Government regulations require that this $25,000 ex- 
penditure may not be deducted in the year in which 
made, but can only be deducted by being added to 
the cost of the building and being amortized over 
its useful life. This, of course, has a powerful 
tendency to cause taxpayers to enter such a piece of 
property on their books and on their balance sheets 


at $75,000. 


Other instances will at once come to mind. It 
would seem as though the detriment to the business 
life of the country through having taxpayers keep 
their books and conduct their business on unsound, 
or at least questionable business principles, far out- 
weighs any benefit to the Government. It is not 
a loss of tax to the Government, but merely a ques- 
tion of the year of payment. Those responsible for 
framing the principles of our income tax laws must 
recognize the powerful effect that the administra- 
tion of these laws has upon the accounting and 
business methods of the taxpayers, and an en- 
lightened public interest should keep those principles 
in accord with sound business practice. 


We said, at the outset, that certainty is a funda- 
mental virtue in a tax law. It is certainly highly 
desirable that a taxpayer should be able to calculate 
with reasonable ease the definite amount of his tax. 
But this desire for certainty has its dangers, and 
beyond a certain point, real potentialities for evil. 
It might be desirable if the law could foresee every 
possible combination of circumstances, and definitely 
provide the answer. But that is impossible, for life 
is so complicated and the combinations and permuta- 
tions so innumerable that they cannot all be foreseen, 
catalogued and provided for. 


If the law provides that where factors A, B and C 
exist, a certain tax result shall follow, then if those 
factors do exist that tax result must be applied. 
Therefore, if anybody can possibly torture or twist 
or warp a situation into that particular form, he will 
achieve that tax result, although it probably was 
not and should not have.been the intention of the 
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law makers that that result should follow; similarly, 
if the logic and verities call for that tax result, it 
cannot follow if A, B and C are not all present. 


Tendency Toward Specific Provisions 


This desire for certainty is causing our income tax 
laws to contain more and more specific provisions to 
cover specific situations, rather than general rules or 
principles. Two main difficulties flow from that 
type of tax law: Situations are almost bound to 
arise that were not foreseen specifically and that 
accordingly, do not fit into any of the provisions; 
or many transactions may be arbitrarily fitted into 
a statutory provision where, if the realities were re- 
garded, it would be obvious that they were not 
within the intent of the provisions. 


Under the tax law, if one corporation acquires all 
the stock of another corporation for its own stock, 
it is a tax-free reorganization. Let us assume that 
Mr. Doe owns 100 shares of United States Steel 
common. If he should sell it to an investment com- 
pany for 100 shares of its common stock, he would 
have to pay a tax on his profit, if the 100 shares of 
the investment company stock were worth more 
than his cost for the 100 shares of Steel common. 
However, if Mr. Doe forms the Doe Holding Com- 
pany, and transfers his 100 shares of Steel common 
to that holding company, as its sole asset, and then 
exchanges the stock of the Doe Holding Company 
for 100 shares of the stock of the investment com- 
pany, Mr. Doe pays no tax, although in verity and 
in effect the two transactions were exactly the same, 
viz., Mr. Doe parted with his 100 shares of Steel com- 
mon, and as a result thereof has 100 shares of the 
stock of the investment company. This is a simple 
illustration, of which countless others. may be given, 
of the fact that the tax result of a transaction may 
be completely changed merely by the form it takes 
and without any change in matters of substance. It 
is almost impossible, under our present tax law, to 
state whether a reorganization or many other types 
of transaction are or are not taxable, merely from a 
knowledge of the substance of the transaction and 
without a detailed statement of the exact form in 
which it will be put. The emphasis on form rather 
than substance, is unfortunate from every aspect. 

From the standpoint that an income tax is based 
upon ability to pay, the form of the transaction is, 
of course, no criterion. From the standpoint of the 
Government revenues and of a fair distribution of 
the tax burden, the result is also unfortunate. All 
too frequently, a transaction can be carried out in 
one of several forms. If the statute provides that 
in one form it is taxable and in another form it is 
not taxable, it is obvious that the astute taxpayer 
will adopt the non-taxable form. The result is that 
the astute taxpayer avoids his tax, and the unwary 
citizen, who does not keep a tax specialist at his 
elbow, may stumble into one form or the other, and 
the Government obtains its revenue not from those 
who have made that income, but from those who 
have not been wary enough to put their transactions 
into one form rather than another. 

From a still broader standpoint, the business man 
should be able to carry out his proposed transactions 
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in the way and in the form that sound business rea- 
sons dictate, secure in the knowledge that his tax 
burden will depend upon the real result, rather than 
that he will be forced into the utilization of a par- 
ticular form in order to lessen or entirely escape the 
tax that would have resulted from another form. 


Another evil of this type of tax law is that it 
impedes the formulation of general principles of 
taxation and the growth of the law of taxation. All 
too often, when a question arises in the law of 
taxation it cannot be answered in the same way as 
a question in another branch of the law, but a num- 
ber of specific statutory provisions and a larger 
number of regulations must be scanned with meticul- 
ous care, to see whether any of them supply a rule 
to be applied to the particular facts or the particular 
form of the transaction in question. An examina- 
tion of the many income tax cases that have reached 
our higher courts reveals that most of them merely 
involve a dispute as to the construction of particular 
words of a statute or as to which of several statutory 
provisions apply to the case at bar. It is remarkable 
how few of them deal with general principles of 
income tax law, and how little progress has been 
made in the general law of income tax in the last 
twenty years, despite the fact that the income tax 
has been one of the most important factors in our 
business and financial life during that period. A 
very considerable number of the income tax deci- 
sions are applicable precedents only so long as the 
particular statutory provisions in question keep their 
identical form, and as the income tax law has been 
amended every few years (and the Governmental 
regulations even more frequently), many income tax 
decisions are to be regarded as precedents only if 
a verbal examination of the statutory provisions 
shows that no change has been made therein. 


This distinction between form and substance is 
to be found in one of the earliest of the Supreme 
Court decisions under the income tax law. In 
Fisner v. Macomber, 252 U. S. 189, the Supreme 
Court held that stock dividends were not taxable. 
In form, the stockholder received something, but 
in substance, said the majority of the court, he re- 
ceived nothing, because upon the completion of the 
transaction he had, in reality, nothing more than he 
had before. Therefore, within the provisions of the 
Sixteenth Amendment, which permitted Congress 
to tax income, the tax on stock dividends was un- 
constitutional, as they did not constitute income. 
(From our standpoint, there is some difficulty in 
reconciling that decision and the recent decision of 
the same court in United States v. Kirby Lumber 
Company, 284 U. S. 1, where a corporation is held 
to have made taxable income by redeeming its bonds 
at less than their issue price, apparently because it 
thereby improved its net asset position; a donation 
or a bounty would have produced the same result, 
but would not have been taxable.) 

The distinction between form and substance runs 
through many of the important provisions of the in- 
come tax law applicable to corporations. It starts 
with the very conception of a corporation. When 
are you to say that a corporation is a pure fiction of 
law, and that you ase going to look through it; or 
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when can you say that it is a distinct legal entity, 
separate and apart from its stockholders, and that 
it must be treated as such? The question is still a 
wide-open one. The United States Supreme Court in 
one of its early decisions (Southern Pacific Company 
v. Lowe, 247 U. S. 330) disregarded the corporate 
entity. The taxpayer owned all the stock of a sub- 
sidiary; it ran that subsidiary just as it would a 
department of its own business; it took over the 
profits of the subsidiary as and when inclined to 
do so. The subsidiary had a considerable amount of 
profit that it had accumulated during a period of 
years, and shortly after March 1, 1913 the parent 
company took over to itself some of these profits. 
As the tax law then stood, this would seem to have 
been taxable as a dividend, but the Supreme Court, 
looking through the form and at the substance, held 
that it was not taxable. Cases such as Weiss v. 
Stearn, 265 U.S. 242, tend the same way, while cases 
such as United States v. Phellis, 257 U. S. 156, and 
Cullinan v. Walker, 262 U. S. 134, tend to support the 
opposite theory. 


Treatment of Corporations 


In the income tax law itself, we find that a cor- 
poration is first treated as a separate and distinct 
entity ; then when we proceed further with the pro- 
visions dealing with affiliated corporations and con- 
solidated returns, we find that the corporate veil is 
lifted, we look to see who owns the corporation, 
and the tax liability may be affected by that fact. 


The fundamental principle of the affiliation of cor- 
porations for income tax purposes involves the idea 
of looking through the corporation to its real owner- 
ship, i.e, looking at the substance and not at the 
form. Where one corporation owns the requisite 
amount of stock in one or more other corporations, 
the corporations are regarded as affiliated, they file 
a consolidated return, inter-corporate transactions 
are eliminated and disregarded, and certain other 
important tax results flow therefrom. In form, every 
member of the group is a separate corporation, and 
under some circumstances each would be treated as a 
distinct taxable entity; but when there is sufficient 
affiliation between them, due to stock ownership, the 
law looks at the substance, and treats a number of 
corporations as though they were but one. 


Of the desirability of this result, there can be no 
doubt. Where the group of corporations together 
makes up but one economic unit, fairness and justice 
would seem to require that they be taxed as a unit. 
There is also present the thought that where a 
number of corporations are under a single owner- 
ship, an opportunity is afforded for the evasion of 
taxes. 

The history of the provisions with respect to 
affiliated corporations is interesting from the view- 
point of our discussion. The Revenue Act of 1918 
was the first to provide for consolidated returns of 
affiliated corporations (although the principle was 
subsequently made retroactive to 1917). The orig- 
inal statute did not lay down any hard and fast rule 
as to when corporations should be considered affili- 
ated, but the question was left open so that each case 
could be decided upon its merits. The requirements 
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for affiliation were from time to time made more 
definite, until finally they were crystallized into the 
rule that ownership of at least 95 per cent of the 
stock, excluding only non-voting stock which is 
limited and preferred as to dividends, should consti- 
tute affiliation. In other words, today we have what 
would seem to be the anomalous position that we 
look through the form to the substance when cor- 
porations are affiliated, but to determine whether 
they are affiliated we look at form and not at sub- 
stance. For example, if Corporation B has outstand- 
ing a small issue of common stock and a large issue 
of preferred stock which is non-voting, preferred and 
limited as to dividends, then if Corporation A owns 
95 per cent of the common stock and not a share 
of the preferred, they are treated as affiliated 
corporations and can join in a single return, with 
inter-company transactions eliminated, although 
Corporation A may in fact have but a negligible 
interest in Corporation B. This situation is not 
changed even if Corporation B cannot even earn its 
dividends on its preferred stock and if its assets 
are so shrunk as to show no value at all for the 
common stock. In fact, the preferred stockholders 
of Corporation B may have the only real financial 
interest in the corporation, while Corporation A, 
through its stock ownership, may have nothing but 
the naked voting power; and still they are affiliated 
for income tax purposes, although in reality the 
income tax situation is not affected by mere voting 
power. If mere voting power alone is sufficient, then 
it is hard to draw a distinction between the owner- 
ship of 94 per cent of the voting stock and 95 per 
cent; likewise, the requirement that the non-voting 
stock should be preferred and limited as to dividends 
would be without reason. 


Again, the complete crystallization of the require- 
ments for affiliation makes it possible for a parent 
corporation to make or break affiliation at will, with- 
out changing the real situation. If Corporation A, 
owning 95 per cent of the stock of Corporation B, 
desires to carry out a transaction with Corporation 
B and finds that it would be more advantageous 
under the tax law if the corporations were not affli- 
ated, it can produce that result by selling a single 
share of the stock, so as to reduce its ownership to 
less than 95 per cent; or even more easily, it can 
have Corporation B sell a few shares of callable vot- 
ing preferred stock, and if for any reason it there- 
after finds it profitable from a tax standpoint to re- 
store affiliation, Corporation A can produce that 
result by having Corporation B call and retire the 
few outstanding shares of preferred stock. 


This is an illustration of complete certainty and 
a hard and fast rule. It is true that it has the ad- 
vantage of creating a yardstick by which it is pos- 
sible to tell definitely when affiliation is or is not 
permissible, but it has done so at the expense of 
the very principle of affiliation and the very reason 
for permitting affiliation. The doctrine of affiliation 
of corporations was brought into\existence only be- 
cause the realities of the situation required that sev- 
eral corporations should under proper circumstances 
be treated as one taxable entity; but we have now 
reached the point where the question of whether the 
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corporations are to be affiliated is not determined 
by the realities but may be determined by matters 
of form, in spite of the realities. 


Also, a host of questions arise as to the results 
from a tax standpoint of many transactions that 
occur when corporations are affiliated ; for example, 
when a parent corporation sells stock of a subsidiary, 
or one subsidiary buys or sells stock of another sub- 
sidiary, or a parent corporation dissolves a subsidiary 
and takes over its assets, or a subsidiary after affilia- 
tion sells property that it bought before affiliation. 
These are but a few of the numerous questions that 
can arise. 


At first the statute made no specific or definite 
attempt to deal with these problems. If that policy 
had continued, the courts would have worked out 
general principles of tax law, and would have settled 
them as under the theory of our common law we 
have worked out legal principles in other branches 
of the law. 


In the Revenue Act of 1928 the Commissioner of 
Internal Revenue, with the approval of the Secretary 
of the Treasury, was authorized to prescribe such 
regulations as he might deem necessary to determine 
the tax liability of an affiliated group of corporations 
and of each corporation in the group, both during 
and after the period of affiliation. It is true that 
the statute provides that it shall be in such manner 
as clearly to reflect the income and to prevent the 
avoidance of tax liability; but the same statute pro- 
vides that the making of a consolidated return shall 
be considered a consent to all of the regulations 
made under the above mentioned authority prior to 
the making of the return. In accordance therewith, 
the Commissioner did make a number of regulations 
(known as Regulations 75), in which-he attempted 
to crystallize rules dealing with the matter. So here 
again the taxpayer may not decide his problem on 
sound principles, but must look to the regulations 
of the Commissioner. The corporation must either 
give up what may be the valuable right of filing a 
consolidated return, or accept the rule that the Com- 
missioner lays down. It is not a question as to 
whether or not the rule is sound or unsound; it is not 
a question as to whether or not the result produced 
is in accordance with the substance or the verities 
of the transaction. It is there, hard and fast, whether 
it produces justice or injustice, whether it taxes ac- 
cording to ability to pay or produces an absurd 
result ; it is the law applicable to the transaction. 

Of course, as soon as the Commissioner has laid 
down these hard and fast rules, the tax-paying cor- 
poration is at once under temptation to try to defeat 
them—to try to bring himself within the letter of 
those that work to his advantage, and to try to avoid 
those that work to his disadvantage. Let us take 
a simple case which, with various logically immate- 
rial ramifications, is typical of many situations that 
will arise: Corporation A sees a building which it 
values at $100,000 and is prepared to buy at that 
price. It discovers that the building is owned by 
Corporation B, and that Corporation B has no other 
assets and has no liabilities. It is also the fact that 
Corporation B originally bought the building for 
$80,000 (although Corporation A may or may not 
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know it). Corporation A carries out the purchase 
by buying all of the stock of Corporation B, thus in 
reality acquiring the building. Subsequently, Cor- 
poration A desires to sell the building, and does so 
for $100,000. It discovers that under the regulations 
it may be a matter of importance as to whether it 
originally bought the building through buying all 
of the stock of Corporation B for $100,000, or 
whether Corporation B had dissolved and turned 
over the building to it for $100,000. Likewise, it 
finds that it makes considerable difference whether 
it effectuates the sale by having Corporation B sell 
the building for $100,000 or whether it sells all of the 
stock of Corporation B for $100,000. If it effectuated 
the purchase by buying the stock and effectuates the 
sale by selling the building, then under the regula- 
tions it may be called upon to pay a tax on a profit of 
$20,000 ; while if it effectuates the sale by selling the 
stock of Corpdration B, or if it effectuated the pur- 
chase by buying the building instead of the stock, 
there is no question that it had neither profit nor 
loss. On the other hand, if it bought the stock of 
Corporation B, next sold 5+ per cent of that stock, 
and then dissolved Corporation B before selling the 
building, it would again have no profit or loss; but 
a profit of $20,000 probably would be asserted if it 
proceeded in this way without first selling 5+ per 
cent of the stock. 

Many other changes in form can be suggested, 
with varying results as to tax liability, but without 
any change in the true substance of the transaction, 
namely, that Corporation A bought and sold the 
building at the same figure. What is true of profits 
is also true of losses. Affiliated corporations can be 
taxed for profits and can be granted deductible losses 
which are never reflected in any books of account 
and which would never be included by any reputable 
accountant in a published earnings statement. It is 
not inconceivable that the officers of a corporation 
would be held liable for publishing false earnings 
statements if they claimed as earnings of the cor- 
poration items and amounts upon which the cor- 
poration might be required to pay income taxes. 

In passing, we might look at two of the more im- 
portant decisions of the courts dealing with these 
problems, for the period before Regulations 75 be- 
came effective: 

In Remington Rand, Inc. v. Commr., 33 F. (2d) 77, 
it was held that where the parent corporation sold all 
the stock of an affiliated subsidiary corporation, its 
profit was determined by comparing the cost price with 
the selling price. It would seem, then, that if Cor- 
poration A bought all of the stock of Corporation B 
for $100,000, and sold it subsequently for $120,000, 
it would pay a tax on the profit of $20,000. If, how- 
ever, it had Corporation B declare a dividend to it 
of $20,000 (which would be nontaxable) and then 
subsequently sold the stock for $100,000, it would 
have no taxable profit so far as this decision goes; 
and thus, although it would wind up with $120,000 
returned against a $100,000 outlay, it would pay no 
tax if it did it in this way. 

In Burnet v. Riggs National Bank, 57 F. (2d) 980, 
the Court held that where a parent company dis- 
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solved an affiliated subsidiary, and took over its 
assets, then if the assets when they were taken over 
were worth less than the amount that the parent 
paid for the stock of the subsidiary, there was a de- 
ductible loss. Under this decision, it would seem 
that where a parent had an unprofitable subsidiary, 
it could take its loss by dissolving it and taking over 
its assets ; but where it wished to dissolve a profitable 
subsidiary it would have been well advised to have 
had the subsidiary first pay out the profits in the 
form of a dividend (which would have been non- 
taxable), and then dissolve the subsidiary and take 
over its assets, paying no tax. 

It is worthy of note that in the last mentioned case 
the court held that the dissolution and liquidation of 
the subsidiary broke the affiliation; and there have 
been several cases arising prior to the effective date 
of Regulations 75, adopting and applying that 
theory. On the other hand, Regulations 75 would 
seem to provide that dissolution and liquidation of 
a subsidiary during a “consolidated return period” 
does not have the effect of breaking the affiliation. 

When we come to apply to affiliated corporations 
the doctrine of the carrying forward of net losses, we 
get into another serious difficulty. The income tax 
law provides that a net loss sustained in one year 
may be carried forward and applied against net in- 
come of the following two years (changed to one 
year by the Revenue Act of 1932). The theory is 
simple, and in the case of an ordinary corporation 
presents but little difficulty and gives a real measure 
of relief, in that it permits a corporation to make 
good the ravages of a bad year through the profits of 
a succeeding year or years, with a measure of relief 
from its tax burden. However, when the net loss 
provision is applied to a group of affiliated corpora- 
tions, a problem at once arises: Does it make any 
difference which corporation of the affiliated group 
had the net loss in one year, in determining its 
application for a subsequent year? If we adopt as 
the theory of affiliation the principle of looking 
through the form of several corporations and re- 
garding the substance of a unity, then it would seem 
as though we should say that it makes no difference 
which of the affiliated corporations sustained the net 
loss. If from the standpoint of taxation it makes 
no difference which of the affiliated corporations 
makes the profit, it would seem logical that the loss 
should fall into the same category. From a practical 
viewpoint, the same result should follow. If Cor- 
poration A owns all of the stock of a half-dozen cor- 
porations, and transacts its business affairs through 
the cooperation of all of them, the theory of affiliated 
corporations is that it makes no difference which of 
the corporations makes the money or incurs the 
expenses, but that the net result of the whole group 
shall be taken as the criterion for the purpose of de- 
termining the tax. It would seem fundamental that 
this group of corporations may conduct their busi- 
ness in any manner which seems most convenient or 
most in accord with the exigencies of the situation, 
without thought of income tax. Therefore, it may 
well be that their inter-corporate affairs may be so 
adjusted that one or two companies out of the group 

(Continued on page 480) 




























































































































































































































































































































































HE opinion of the United States Supreme 

Court in the recent cases of Miller v. Standard 

Nut Margarine Co. and Rose v. Standard Nut 
Margarine Co.’ is a tribute to the tenacity of the Amer- 
ican taxpayer. Ever since the enactment of Section 
3224 of the Revised Statutes,? the contention has 
been persistently advanced that this section was 
merely declaratory of the rule at common law. Un- 
der the common law, collection of 
a tax was not enjoinable upon the 


















































Federal Tax Injunctions and the 
Standard Nut Cases 


By IsRAEL HERMAN GorovITz * 


In Snyder v. Marks ® the plaintiff’s bill alleged that 
the assessments of taxes were illegal and the plain- 
tiff’s legal remedy was inadequate. The defendant 
collector demurred on two grounds: for want of 
equity and for want of jurisdiction. In affirming the 
decree of the lower court sustaining the demurrer and 
dismissing the bill, the Supreme Court rested its 
decision on the second rather than the first ground 

of demurrer. It has been suggested 











sole ground of illegality. Section 
3224, however, provides: “No suit 
for the purpose of restraining the 
assessment or collection of any tax 
shall be maintained in any court.” 
The claim that this was the statutory 
enactment of the common law rule 
has been so consistently rejected by 
the Supreme Court® that its ulti- 
mate acceptance of the contention 
is little short of phenomenal. For 
this reason alone, if for no other, 
there is cause to examine the ques- 
tion of injunctive relief de novo. 


I 

The legislative history of Section 
3224 throws little light upon the in- 
tent which underlay its enactment 
by Congress. The decided cases, 
however, leave hardly a doubt as 
to the interpretation which the Court 
had placed upon this section. Under 
the decisions which led up to the 
Standard Nut cases it was clear that 
Section 3224 was not the legislative enactment of 
the common law rule but rather a jurisdictional limi- 
tation,’ depriving the Federal courts of a pre-existing 
equity jurisdiction.® 









































































































































IsRAEL HERMAN GOROVITZ 





that since, on the allegations in this 
case, the plaintiff would not have 
made out a case for injunctive relief 
at common law, the decision is in 
reality explicable on this basis.’° 
In view of the sweeping language 
of the Court, however, such an 
explanation seems unwarranted." 
Although Snyder v. Marks may not 
have been, strictly on its facts, a 
case to test the effect of Section 
3224 upon the common law rule,’” 
it is difficult to escape the conclu- 
sion that this section, in the opin- 
ion of the Court, was a jurisdictional 
limitation.” 

This rigid construction was ad- 
hered to in Dodge v. Osborn ** and 
Dodge v. Brady. In both of these 
cases the bill contained averments 
of unconstitutionality, multiplicity 
and cloud on title.14° In the former, 
the basis of the denial of injunctive 
relief was not the lack of sufficient 
equities but the absence of jurisdic- 
tion.** In the latter, the Court affirmed the decree 
of the lower court dismissing the bill on its merits, 
but pointed out that the purpose of its decision was 
to avoid “further absolutely useless and unnecessary 








* Attorney at Law, Boston, Mass. 

1284 U.S. 498, 52 Sup. Ct. 260 (Feb. 15, 1932). The Supreme Court 
sustained decrees by the Circuit Court of Appeals, 49 Fed. (2d) 79 and 
49 Fed. (2d) 85, which granted permanent injunctions restraining the 
Collector from collecting a tax wale the Oleomargarine Act of 1886, as 
amended by the Act of May 9, 1902, the Court holding, inter alia, that 
an exception to the prohibition in Section 3224, R. S. against suits to 
restrain collection of taxes exists where “enforcement of the Act against 
respondent would be arbitrary and oppressive, would destroy its busi- 
ness, ruin it financially and inflict loss for which it would have no 
remedy at law.” Mr. Justice Stone and Mr. Justice Brandeis dissented. 

226 U. S. Code, Sec. 154, reénacting Sec. 10 of the Revenue Act of 
March 2, 1867, c. 169 (14 Stat. 475) amending Sec. 19 of the Revenue 
Act of July 13, 1866, c. 184 (14 Stat. 152). 

3 See the taxpayers’ briefs in the following cases: Snyder v. Marks, 
109 U. S. 189 t1883), pp. 7, 8; Dodge v. Osborn, 240 U. S. 118 (1916), 

p. 16-18; Bailey v. George, 259 U. S. 16 (1922), pp. 15-18; Graham v. 
DuPont, 262 U. S. 234 (1923), pp. 30-34, 41-42. ‘ 

In the first two cases, the dicta in Dows v. Chicago, 11 Wall. 108 
(1870) and Hannewinkle v. Georgetown, 15 Wall. 547 (1872) were re- 
lied on, to the effect that an injunction would be granted where special 
circumstances could be shown to bring the case under some recognized 
head of equity jurisdiction. So as to Bailey v. George, which also 
cited the State Railroad tax cases, 92 U. S. 575 (1875). In Graham v. 
DuPont, the taxpayer contended that his legal remedy was inadequate to 
compensate him for the loss of his freehold and that he was entitled to 
equitable relief under Ogden City v. Armstrong, 168 U. S. 224 (1897) 
and the Dows case. None of these cases cited by the taxpayers involved 
Section 3224. In all of them the common law rule was being applied by 
the Federal courts to a state tax situation. 






































































































































Several writers on this subject have come to the same conclusion. 
See, John C. Gall, Hag the United States,” (1924) 10 Va. L. Rev. 
194, 201, 203; Joseph L. Lewinson, “Restraining Assessment of Federal 
Taxes,” (1926) 14 Cal. L. Rev. 461, 476; Clarence A. Miller, “Restrain- 
ing the Collection of Federal Taxes and Penalties by Injunction” (1923) 
71 U. of Pa. L. Rev. 318, 339. Compare Thomas M. Cooley, ‘“‘Remedies 
of Illegal Taxation,” (1881) 20 Am. L. Reg. (N. S.) 1, at pp. 15, 16. 
See, 37 Harv. L. Rev. 515; 26 Mich. L. Rev. 922, 924. 

* Dows v. Chicage, 11 Wall. 108 (1870); Hannewinkle v. Georgetown, 
15 Wall. 547 (1872); State Railroad tax cases, 92 U. S. 575 (1875). 
Compare, dissenting opinion of Mr. Justice Brandeis in Lipke v. Lederer, 
259 U. S. 557 (1922). See also, Henrietta Mills v. Rutherford County, 
281 U. S. 122, 124 (1930); Pittsburgh, etc. Ry. v. Board of Public 
Works, 172 U. S. 32 (1898); Shelton v. Platt, 139 U. S. 591 (1891); 
Milwaukee v. Koeffler, 116 U. S. 219 (1886); Allen v. Baltimore & Ohio 
R. R. Co., 114 U. S. 311 (1884) ; Poindexter v. Greenhow, 114 U. S. 270 
(1884) ; Union Pacific + v. Cheyenne, 113 U.S. 516 (1885) ; Cummings 
v. National Bank, 101 U. S. 153 (1879). 
_ The jurisdiction of equity to enjoin the collection of taxes by distraint 
is part of its general jurisdiction to prevent the commission of a tort, 
where some acknowledged basis for the exercise of jurisdiction is 
established, such as fraud, mistake, multiplicity, cloud on title or 
irreparable injury. See High, Injunctions, Vol. I, 4th ed., sec. 484 
et seq.; Pomeroy, Equity sergemratt, Vol. IV, 4th ed., sec. 1357, 
1779 et seq.; sa axation, Vol. IV, 4th ed., sec. 1640 et seq.; C. C. 
Langdell, “A Brief Survey of Equity Jurisdiction” (1887), 1 Harv. L. 
Rev. 121; 26 Mich. L. Rev. 922. 

5 See discussion -—}% 
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controversy” 7* and that its decision in the Osborn 
case was in no way modified.” 


It was intimated in the Osborn case, purely arguendo, 
that the allegations of multiplicity and cloud on title 
were insufficient as a basis for the exercise of equi- 
table jurisdiction, because they were dependent upon 
and inseparable from the allegation of unconstitu- 
tionality.2° This certainly was not an affirmation 
of the common law rule. That rule required the 
existence of some acknowledged basis of equitable 
jurisdiction in addition to rather than independent of 
the claim of illegality or unconstitutionality.2 Cloud 
on title, multiplicity, irreparable injury exist solely 


(14 Stat. 475) would indicate that the House Committee on Ways and 
Means had held extensive hearings and prepared a report on this bill. 
See, Congressional Globe, 39th Congress, 2d Session, Part II, p. 1219. 
However, neither the House nor Senate committee reports are on file 
at the Library of Congress or the Government Printing Office. It is 
probable, therefore, that they were not printed. 

Paragraph 5 of section 10 of this Act, which was substantially iden- 
tical with and led to the enactment of R. S., Section 3224, did not 
appear in the bill as originally presented to the House. It was inserted 
by the Senate in the form of an amendment by Mr. Fessensen, Chair- 
man of the Senate Committee on Finance. Apparently the amendment 
was agreed to without comment. See, Congressional Globe, 39th Con- 
gress, 2d Session, Part III, p. 1933. It was at first objected to by the 
House (p. 1949) but the Senate would not recede and a conference was 
arranged (p. 1950) as a result of which this amendment, among others, 
was agreed to by the House (p. 1968). 

TIn the light of this section, the problem of injunctive relief is a 
question of existence versus exercise of equity jurisdiction. If Section 
3224 is declaratory of the common law, then the question is whether 
equity should act in view of the circumstances of the particular case. 
If, however, it affects the existence of jurisdiction, then the question is 
whether equity has the power to act in contravention to or disregard 
of its provisions. See, Roscoe Pound, “The Progress of the Law— 
Equity,” (1920) 33 Harv. L. Rev. 425. 

8 The section was held to bar relief (1) where the tax was based on 
an unconstitutional statute: Bailey v. George, 259 U. S. 16 (1922), 
Dodge v. Osborn, 240 U. S. 118 (1916), Dodge v. Brady, 240 U. S. 122 
(1916), Reinecke v. Peacock, 3 F. (2) 583 (C. C. A.’7th., 1924, McDowell 
v. Heiner, 9 F. (2d) 120 (W. D. Pa. 1925), and see Owensboro Ditcher 
& Grader Co. v. Lucas, 18 F. (2d) 798 (W. D. Ky. 1927) with which 
compare Felland v. Wilkinson, 33 F. (2d) 961 (W. D. Wisc. 1928) and 
Alexander v. Mid-Continent Petroleum Corp., 51 F. (2d) 735 (C. C. A. 
10th. 1931); and (2) where collection was barred by the period of 
limitation applicable: Graham v. DuPont, 262 U. S. 234 (1923). Converse 
Cooperage & Yocono Co. v. Reinecke, 26 F. (2d) 747 (N. D. IIL, 
E. D. 1928), Ellay Co. v. Bowers, 25 F. (2d) 637 (C. C. A. 2d. 1928), 
Thornhill Wagon Co. v. Noel, 17 F. (2d) 407 (E. D. Va. 1926). Seaman 
v. Guaranty Trust Co., 1 F. (2d) 391 (S. D..N. Y. 1924), Sigman v. 
Reinecke, 297 F. 1005 (C. C. A. 7th. 1924), Seaman v. Bowers, 297 F. 
371 (C. C. A. 2d. 1924), Cadwalader v. Sturgess, 297 F. 73 (C. C. A. 3d. 
1924), Bashara v. Hopkins, 295 F. 319 (C. C. A. 5th. 1923). Hernandez 
v. McGhee, 294 F. 460 (C. C. A. 8th. 1923), Roebling v. Sturgess, 292 
F. 1012 (D. N. J. 1923) and see U. S. v. American Exchange Irving 
Trust Co., 43 F. (2d) 829 (S. D. N. Y. 1930); even though multiplicity, 
cloud on title, hardship or other grounds for the exercise of jurisdiction 
were additionally alleged: Graham v. DuPont, supra, Dodge v. Osborn, 
supra, Dodge v. Brady, supra, Bailey v. George, supra, French Mortgage 
& Bond Co. v. Woodworth, 38 F. (2d) 841 (E. D. Mich., S. D. 1930), 
Thornhill Wagon Co. v. Noel, supra, Reinecke v. Peacock, supra, Regal 
Drug Corp. v. Wardell, 273 F. 182 (C. C. A. 9th. 1921, reversed, 260 
U. S. 386). Violette v. Walsh, 272 F. 1014 (D. Mont. 1921), Kensett v. 
Stivers, 10 F. 517. See, 37 Harv. L. Rev. 255. 

On the other hand, it has been held inapplicable to cases where the 
circumstances were extraordinary and entirely exceptional: Hill v. Wal- 
lace, 259 U. S. 44 (1922). Higgins Mfg. Co. v. Page, 20 F. (2d) 948 
(D. R. I. 1927), Trinacia Real Estate Co., Inc. v. Clarke, 34 F. (2d) 325 
(N. D. N. Y. 1929); and where the tax, so-called, was held to be a 
penalty: Lipke v. Lederer, 259 U. S. 557 (1922), Regal Drug Corp. v. 
Wardell, 260 U. S. 386 (1922), Coffey v. Noel, 11 F. (2d) 399 (W. D. 
Va. 1926), Ledbetter v. Bailey, 274 F. 375 (W. D. N. C. 1921), and see 
U. S. v. La Franca, 282 U. S. 568 (1931). 

9109 U. S. 189 (1883). - 

10 See taxpayer’s brief, Bailey v. George, 259 U. S. 16 (1922), p. 21; 
jon C. Gall, supra, note 3, p. 203; Joseph L. Lewinson, supra, note 3, 
p. 476. 

11“The statute clearly applies to the present suit,’’ said the Court, 
“and forbids the granting of relief by injunction.” (p. 192) “The rem- 
edy of a suit to recover back the tax after it is paid is provided by 
statute, and a suit to restrain its collection is forbidden. The remedy 
so given is exclusive, and no other remedy can be substituted for it.” 
(p. 193) (Italics ours). : : 

12 Tt appears, however, from the Transcript of Record in this case that 
the amended bill of complaint contained, in addition to the allegations 
mentioned by the Court, an allegation that the assessments were made 
after they were barred (R., p. 10), “‘and that such seizure and sale 
would cast a cloud upon the title to his real estate, if the same were 
made the subject of such distraint and sale” (R., p. 11). The taxpayer’s 
brief pressed the contention that the assessments created a cloud on 
title under Rev. Stat., sec. 3186 (p. 9) and that “The distraint upon 
and sale of his manufactory would destroy his business and work him 
irreparable injury” (p. 8), relying on the dicta in Dows v. Chicago and 
Hannewinkle v. Georgetown, supra, note 4. Had the court entertained 
the view that Section 3224 was declaratory of the common law, it 
could hardly have ignored these allegations and contentions. In the 
light of these facts, it does not seem possible to categorize Snyder v. 
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in consequence of a threatened act which is contrary 
to law. The violation of law may be the attempted 
enforcement of an unconstitutional statute 7? or the 
misconstruction or misapplication of a constitutional 
statute.2> In either event, the establishment of error 
or illegality of the tax is the foundation of equitable 
intervention. The equities of the case are insepara- 
ble from this claim of error or illegality. 


In Bailey v. George ** it is not clear whether the 
decision went to the existence or to the exercise of 
jurisdiction.2> The Court stated that no ground for 
relief was shown in the bili other than the contention 
of unconstitutionality,”® but its inquiry along these 


Marks as a case in which the plaintiff would not have been entitled to 
an injunction at common law. 

13 That the issue before the court was one of existence versus exercise 
of jurisdiction was recognized by both the taxpayer and the government. 
The latter urged in its brief that Section 3224 prohibited an injunction 
in any case and that the only way to determine the validity of a tax 
was by suit at law. The former, on the other hand, contended that 
Section 3224 had not changed the prior law nor deprived Federal courts 
of their equity jurisdiction in these cases. Brief on Motion to Dismiss 
and to Affirm, p. 7. One of his assignments of error charged error in 
dismissing the bill for want of jurisdiction. In fact, the taxpayer’s 
brief opened argument as follows: ‘The question raised by the demurrer 
in the circuit court is one of jurisdiction, and the demurrer was sustained 
because of a supposed statutory prohibition to maintain such suit.” p. 3. 

14240 U. S. 118 tt 

1 240 U. S. 122 (1916). 

16 According to the Transcripts of Record in these cases there was 
also a specific allegation of irreparable injury. Dodge v. Osborn, R., pp. 
15, 16. Dodge v. Brady, R., pp. 24, 25. 

11 The taxpayer had contended that the case came within the acknowl- 
edged heads of equity jurisdiction under the dictum in the Dows and 
Hannewinkle cases (See note 3, supra). The court rejected this con- 
tention by what was probably an ill-advised dictum, indicating, however, 
that it was solely for the sake of - gument that it assumed a case with 
sufficient equities would confer jurisdiction. 

18 The bill in this case alleged that plaintiffs had filed a claim for 
abatement of the taxes assessed. The supplemental bill alleged that 
the Commissioner had ruled adversely on this claim and that plaintiffs 
had thereupon paid the taxes under protest, and prayed recovery of the 
amount paid. Because of these circumstances, the court said: “But 
broadly considering the. whole situation and taking into view the 
peculiar facts of the case, the protest to the Commissioner and his 
exertion of authority over it and his adverse ruling upon the merits 
of the tax, thereby passing upon every question which he would be 
called upon to decide on an appeel for a refunding of the taxes paid, 
we think that this case is so exceptional in character as not to justify 
us in holding that reversible error was committed by the court below 
in passing upon the case upon its merits, thus putting an end to 
further absolutely useless and unnecessary controversy.” (p. 126.) 

It is doubtful, however, whether the case was at all exceptional for 
the reasons stated. The filing of a protest against an assessment of 
deficiency in taxes is commonly resorted to by taxpayers. The mere 
fact ‘that the Commissioner has expressed his opinion on the assessment 
by ruling adversely on the protest should not confer jurisdiction in 
equity which did not otherwise exist. The conditions precedent to a 
suit for refund are prescribed in Rev. Stat., secs. 3226 and 3228, as 
amended, under which the basis of the suit must be substantially set 
out in the claim for refund. See note 76, infra. But the law does not 
require that a claim for refund set out the same grounds relied on in 
a claim for abatement. Although the taxpayers in the Brady case-had 
protested the assessment on the ground of unconstitutionality, they 
might well have based their claim for refund and suit at law on a 
wholly unrelated contention. The court must therefore be taken to 
have conn in error when it said that the Commissioner had passed upon 
every question which he would have been called upon to decide on a 
claim for refund. 

If the circumstances were not exceptional, then the case should have 
been remanded with directions to dismiss the bill for want of jurisdic- 
tion. Smallwood v. Gallardo, 275 U. S. 56 (1927). See Dodge v. Brady, 
Additional Brief on Behalf of Appellants, p. 8, where it was conceded 
by the taxpayers that this must be the result if the lower court had no 
jurisdiction to adjudge the merits. Compare, Clarence A. Miller, supra, 
note 3, at pp. 326, 327; John C. Gall, supra, note 3, at p. 199. 

19 “Tt is apparent,” said the court, “if the original bill alone is taken 
into view that the suit was brought to enjoin the collection of a tax 
and the court was without jurisdiction for the reasons stated in the 
previous case.” i. e., the Osborn case. (p. 125.) 

2p. 122. 

21 Dows v. Chicago, 11 Wall. 108 (1870), Hannewinkle v. Georgetown, 
15 Wall. 547 (1872). 

2 Pollock v. Farmers Loan & Trust Co., 157 U. S. 429 (1895), 
Brushaber v. U. P. R. R. Co., 240 U. S. 1 (1916), Dodge v. Osborn, 
supra, note 14, Dodge v. Brady, supra, note 15, Batley v. George, infra, 
note 24, Owensboro Ditcher & Grader Co. v. Lucas, 18 F. (2d) 798 
(CW. - Ky. 1927), Felland v. Wilkinson, 33 F. (2d) 961 (W. D. Wisc. 
1928). 

23 Snyder v. Marks, supra, note 9, Graham v. DuPont, infra, note 29, 
Nichols v. Gaston, 281 F. 67 (C. C. A. Ist. 1922), City of Seattle v. Poe, 
4 F. (2d) 276 (D. C., W. D. Wash., N. D. 1925), Ralston v. Heiner, 
21 F. (2d) 494 (D. C., W. D. Pa. 1927). 

4259 U. S. 16 (1922). 

% Under the language of the decision, it might be explained on the 
latter basis (Sec. 267, Judicial Code, 28 U. S. C. A., sec. 384), although 
the tenor of the opinion is more consistent with the view that there 
was lack of jurisdiction. 
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lines was not necessarily an application of the com- 
mon law rule.”*_ Qn the other hand, it strongly inti- 
mated that relief in equity could not be had so long 
as a legal remedy by way of suit for refund was 
available.”* 

The belief that the taxpayer had the usual legal 
remedy probably influenced the Court in Graham v. 
DuPont.” The district court had granted an injunc- 
tion under the rule in Hill v. Wallace,®® solely on the 
ground that this remedy did not exist.*2 The Su- 
preme Court, however, reversed the decree and re- 
manded the case with directions to dissolve the 
injunction and dismiss the bill. Although the Su- 
preme Court has not yet been faced with a situation 
where the legal remedy of suit for refund is not 
available,*? it seems that where it has been satisfied 
that such a remedy exists, it has not allowed the 
matter of its adequacy to determine the question of 
equitable jurisdiction. 

As for the equities in the Graham case, it is appar- 
ent that, under the common law rule as enunciated 
in the Standard Nut cases,** the plaintiff was entitled 
to the intervention of equity. The taxpayer had 
claimed that the assessment was illegal and invalid 
because barred by the statute of limitations, that it 
cast a cloud on the title to his lands ** and that the 
enforcement of the assessment would cause great 
hardship.*® These grounds were definitely rejected 
by the district court as a basis for the issuance of 
an injunction and concurrence with this reasoning 
was expressed by the Supreme Court. The ground 
for reversal was not that the plaintiff had failed to 
make out a case for the exercise of equitable juris- 
diction at common law, but that he had failed to 
make out an exceptional case within the rule in Hill 
v. Wallace.** 


II 


The first hint of relaxation in the rigidity of the 
statutory prohibition came by way of dictum in 
Dodge v. Osborn **—that Section 3224 would not be 
applicable to a case of extraordinary and entirely 
exceptional circumstances. In Hill v. Wallace ** this 


%p. 19. But the bill also alleged that the defendant would levy on 
the plaintiff’s personal and real property under a warrant of distraint, 
unless enjoined, and that “the market . . . is unusually low, there 
being practically no market now, and should the said Commissioner of 
Internal Revenue be allowed to sell your petitioner’s property for the 
purpose of collecting this illegal assessment your affiant is informed 
and believes that it would occasion your petitioners a loss of approxi- 
mately $50,000 and a great and irreparable damage and loss would be 
otherwise inflicted on your petitioners.” (R., p. 3.) The tax here in- 
volved amounted to $2,098.06. 

% The statement was probably in answer to the argument of the tax- 
payer that he had made out a case for the exercise of jurisdiction within 
the, ~<a bases of jurisdiction. See, Brief of Appellees, p. 21. 


p. 20. 

2 262 U. S. 234 (1923). Query as to the force of such a dictum in 
a subsequent suit at law for refund. 

3% 259 U. S. 44 (1922). 

31 283 F. 300 (1922). See, Rec., p. 10. 

2 But see Rose v. Standard Nut Margarine Co., 284 U. S. 498 (1932). 
Although it is doubtful if this remedy was here available, the Supreme 
Court did not discuss this aspect of the case. For the attitude of the 
lower courts, see: Porto Rico Co. v. Gallardo, 6 F. (2d) 526, noted in 
37 Harv. L. Rev. 515; DuPont v. Graham, 283 F. 300 (1922), aff’d 284 
F. 1017 (1923), reversed 262 U. S. 234 (1923); Thornhill Wagon Co. v. 
Noel, 17 F. (2d) 407 (D. C., E. D. Va. 1926); Standard Nut Margarine 
Co. v. Rose, 41 F. (2d) 385 (1930). ° 

33 284 U. S. 498, 509. 

* Rec., p. 8. 

% Rec., p. 10. 

% Compare, John C. Gall, supra, note 3, p. 201; 37 Harv. L. Rev. 276. 

37240 U. S. 118, 122 (1916). 

38 259 U.S. 44 (1922). 

_%* This contention was in fact advanced before Hill v. Wallace in re- 
liance on the dictum in Dodge v. Osborn. See Brief of Appellee, Bailey 
v. George, p. 21 et seq.; Reply Brief of Appellant, Hill v. Wallace, p. 3. 

The rule in Hill v. Wallace was asserted by the taxpayer in Graham 

v. DuPont, supra, note 29; Miller-v. Standard Nut Margarine Co. and 
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unfortunate dictum was made decision. Immediately 
taxpayers, the country over, began to contend that 
their cases were “extraordinary and entirely excep- 
tional.” *® No one, however, knew exactly what the 
rule meant. It introduced an element of vagueness 
and conjecture into the law which had not thereto- 
fore existed. 


Apparently it was still necessary to do more than 
make out a case for relief at common law.*® On the 
facts in Hill v. Wallace an unusually strong case for 
equitable intervention was presented. The imposi- 
tion by the statute of heavy criminal penalties for 
non-payment of the tax, the high degree of multi- 
plicity and especially the element of public interest 
in the plaintiffs’ business were a combination of cir- 
cumstances with which the Court had never before 
been faced. These appealing equities, it is inter- 
esting to note, would not have existed, had the stat- 
ute involved been constitutional. Under the theory 
suggested in Dodge v. Osborn **—that the equities 
of the case must be independent of the claim of 
unconstitutionality—injunctive relief could not have 
been granted. The chief difficulty with Hill v. Wal- 
lace, however, is that if the exaction was a tax,*? 
then the Court, in view of its prior attitude, was 
precluded from deciding the case on its merits. The 
fact that this was a stockholders’ suit ** may have 
given the Court jurisdiction to determine. the ques- 
tion of constitutionality, but did not obviate the 
jurisdictional bar to relief imposed by Section 3224. 


Perhaps a fuller realization of this difficulty led 
the Supreme Court in Graham v. DuPont ** to char- 
acterize Hill v. Wallace as a case of a penalty, in a class 
with Lipke v. Lederer,*® rather than a tax. Instead 
of clarifying the situation, however, the Graham case 
merely added to the confusion. Not only was there 
now a question as to the meaning of “extraordinary 
and entirely exceptional circumstances,” but there 
was also a doubt whether the rule in Hill v. Wallace 
had not in effect been wholly obliterated. Several 
of the lower courts, refusing to apply the rule in 
Hill v. Wallace, accepted the limitation in the Graham 






Rose v. Same, 284 U. S. 498 (1932); Higgins Mfg. Co. v. Page, 20 F. 
(2d) 948 (D. R. I. 1927); French Mortgage & Bond Co. v. Woodworth, 
38 F. (2d) 841 (D. C., E. D. Mich., S. D. 1930). 

# But see, Clarence A. Miller, supra, note 3, p. 328; 37 Harv. L. Rev. 
255, 258, where the case 1s explained on the basis of the existence of 
multiplicity. 

41 See p. 446, supra. 

“It is not always easy to determine when the sum, collection of which 
is attempted, is a “tax” within the meaning of section 3224. See note 
59, infra; Thomas Reed Powell, ‘“‘The Supreme Court’s Adjudication of 
Constitutional Issues in 1921-1922,” (1923) 21 Mich. L. Rev. 290, 292. 

# On suits by a stockholder to restrain his corporation from paying a 
tax or complying with the provisions of an allegedly unconstitutional 
statute, see the leading case of Pollock v. Farmers Loan & Trust Co., 
157 U. S. 429 (1895), Brushaber v. U. P. R. R. Co., 240 U. S. 1 (1916). 
Stanton v. Baltic Mining Co., 240 U. S. 103 (1916), Acklin v. People’s 
Savings Ass’n, 293 F. 392. See, 37 Harv. L. Rev. 255, 256; Clarence A. 
Miller, supra, note 3, pp. 330-333. Compare Reinecke v. Peacock, 3 F. 
(2d) 583 (suit by beneficiary against trustee) and Seaman v. Guaranty 
Trust Co., 1 F. (2d) 391 (suit by pledgor against pledgee). The Seaman 
case is really one of direct veliel, since the pledgor-plaintiff was the tax- 
payer and the legal owner of the property in defendant’s possession which 
was threatened with distraint. 

“ 262 U. S. 234, at p. 258. 


# Section 3224 is py ey to penalties: Lipke v. Lederer, 259 
U. S. 557 (1922), Regal Drug Co. v. Wardell, 260 U. S. 386 (1922), ac- 
cord. Prior to the Lipke case the decisions were in conflict: Violette v. 
Walsh, 272 F. 1014 . Mont. 1921, reversed, 264 U. S. 568 (1924)). 
Wassell v. Lederer, 274 F. 489 (E. D. Pa. 1921), Ketterer v. Lederer, 
269 F. 153 (E. D. Pa. 1920), contra. Ledbetter v. Bailey, 274 F. 375 
(W. D. N. C. 1921), Thome v. Lynch, 269 F. 995 (D. Minn. 1921), Ac- 
cardo v. Fontenot, 269 F. 447 (E. D. La. 1920), Kausch v. Moore, 268 
F. 668 (E. D. Mo., E. D. 1920), accord. See, 35 Harv. L. Rev. 347; 
U. S. v. La Franca, 282 U S. 568 (1931); Thomas Reed Powell, supra, 
note 42, pp. 290-293, 299-301; Clarence A. Miller, supra, note 3, p. 333, 
339; Joseph L. Lewinson, supra, note 3, pp. 463, 464. 
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case at its face value.*® One judge said: “. . . from 
the opinion it is clear that the case was regarded in 
a class practically by itself, and affords no precedent 
for general application.” 47 Other courts were less 
strict in their interpretation of this rule. In one 
case Hill v. Wallace was distinguished on the ground 
that the multiplicity there established was much 
greater in degree than that asserted in the case at 
bar.*® In others the rule was referred to either with 
seeming approval or without comment.*® But in 
only two instances, both of which were subsequent 
to the limitation in Graham v. DuPont, was the rule 
made the ratio decidendi.*° In the first case the tax 
had already been judicially determined to be illegal 
in a suit at law between the same parties and t 

exaction of the tax would have destroyed the plain- 
tiff’s business. In the second, distraint was attempted 
for an amount greatly in excess of the tax assessed 
and upon property not subject to sale for the tax due. 


The district court in the Rose case adopted the 
view that no rule as to “extraordinary and entirely 
exceptional circumstances” existed and that the only 
question open to the court under Section 3224 was 
whether or not the exaction involved was a tax.*? 
If that section was not a reiteration of the common 
law rule and if, under the decided cases, it was a 
jurisdictional limitation, then the position of the 
court was sound. Any error which it may have 
committed was not with respect to its construction 
of Section 3224, but rather with respect to its de- 
termination as to the nature of the exaction under 
consideration. On this question the district and cir- 
cuit courts in the Rose case differed. While the for- 
mer held that the exaction was a tax and the court 
was powerless to intervene, the latter held that the 
collector’s action was arbitrary and capricious and 
that no tax was involved to which Section 3224 
would apply.*? 

Not content with resting its affirmance on the dis- 
tinct and tenable ground that no tax was involved, 
the Supreme Court based its decision in the Standard 
Nut cases on the rule in Hill v. Wallace. It was an 
almost unrecognizable rule, however, that was here 
applied. In the process of rejuvenation, Hill v. Wal- 





46 Bashara v. Hopkins, 295 F. 319 (C. C. A. 5th, =i — Nut 
Margarine Co. v. Rose, 41 F. (2d) 385, 386 (N. D. Ga. 30). 
. h, — 3.; mm Reinecke v. Peacock, 3 F. (2d) <3, ny (Cc. £. A. 
t 4 
x Sit of oh Seattle v. Poe, 4 F. (2d) 276, 277 (D. C., W. D. Wash., 
N 192 
© Fellond v. Wilkinson, 33 F. (2d) 961 (W. D. Wisc. 1928); Miller v. 
Standard Nut Margarine Co., 49 F. (2d) 79. 84 (C. C. A. Sth, 1931); 
Acklin v. People’s Sav. Ass’n, 293 F. 392 (D. C., N. D. Ohio, W. D. 
1923); Lafayette Worsted Co. v. Page, 6 F. (2d) 399 ee. 1925). 
80 Higgins Mfg. Co. v. Page, 20 F. (2d) 948 sgt . I. 1927); Trinacia 
Real Estate Co. v. Clarke, 34 F. (2d) 325 (N. D. N. Y. 1929). 
5141 F. (2d) 385, at p. 386. 
8249 F. (2d) 84. 
53 284 U. S. 498, 510. 


5p. 509. Justices Stone and Brandeis dissented, p. 511. 

56 See allegations 16, 17 and 18 of the plaintiff’s bill of complaint, Rec. 
pp. 10, 11, and the final decree of the district court, Rec. p. 32, in which 
the Court found that “the complainant has established the material alle- 
gations of the bill of complaint.” See allegation 17, bill of complaint in 
oy ga case, Rec. p. 9, and the opinion of the district court, Rec. pp. 

5t See note 56, supra. 

58 Higgins Mfg. Co. v. Page, 297 F. (2d) ae =. R. I. 1924), Higgins 
Mfg. Co. v. Page, 20 F. (2d) 948 (D. R. I. 1927). 

59 Section 3224, being in derogation of Ry common law should be 
strictly construed so far as relates to the meaning of the word “tax.” 
2 Sutherland (2d — Ed.), vg —_ beg See Gouge v. Hart, 250 
F. 802 ce. . Va. 1917); Lee, 106 U. S. 196 (1882), 
and Miles v. jE dhng 59 F. 38 Rak é. dD. Ky. 1893), where the sec- 
tion was broadly. construed 

If the statute imposing the so-called tax is essentially penal (Lipke v. 
Lederer, supra, note 3) or regulatory (Hill v. Wallace, supra, note 38) 
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lace emerged as an instance of the application of 
the common law rule in its affirmative aspect—that 
collection of a tax was enjoinable where some recog- 
nized basis for the exercise of jurisdiction could be 
established.** The numerous cases in which relief 
had been denied on jurisdictional grounds were ex- 
plained on the basis of that self-same rule in its 
negative aspect—that collection of a tax was not en- 
joinable upon the sole ground of illegality.** This 
was the first time that Section 3224 was construed 
to be declaratory of that old, familiar rule. 


On the facts in these cases it was not necessary 
for the Court to determine whether this section was 
declaratory of the common law or a jurisdictional 
limitation. The plaintiff had alleged and proved 
that multiplicity of suit, irreparable injury and the 
total destruction of its business was threatened.*® 
In the Rose case the usual legal remedy was not 
available.** In addition to these equities there was 
the unusual circumstance that the tax involved had 
already been judicially determined to be illegal.** 
The cases might therefore have been disposed of 
on the theory that the defendant’s action was arbi- 
trary and capricious and the attempted exaction was 
not a tax ** to which the statutory prohibition would 
apply. Indeed the Court’s statement that the Com- 
missioner’s finding was “arbitrary and capricious” and 
“without force” © might colorably be pointed to as 
indicating that the decision is explicable on this 
basis. Nevertheless, even if the construction of Sec- 
tion 3224 which the Court adopted be considered 
dictum, the position which it has taken is so clear 
and unequivocal as to assume more than passing 
significance. 

In adopting this construction of Section 3224, the 
Court relied on authorities of questionable perti- 
nency. (1) The Standard Nut cases involved a dispute 
as to Federal taxes and the construction of a Federal 
statute prohibiting injunctive relief. The Dows, 
Hannewinkle, and State Railroad tax cases, however, 
were all state or local tax cases to which Section 3224 
was not applicable. In the latter situation the rights 
and remedies of the taxpayer are determined by the 
laws of the state or locality asserting the tax. In 


in nature, it is not a taxing act within the purview of Section 3224. On 
the other hand, even where the statute has as its primary purpose the 
raising of revenue, the exaction in a particular case may not be a tax 
within the meaning of Section 3224. Injunctive relief will be granted if 
the so-called tax has not been assessed or has been assessed by a person 
without power to assess it, or if distraint is attempted against a stranger 
to the tax or upon peveny not Fg eed saleable for taxes. Long v. 
Rasmussen, 281 F. 236 e . C., D. Mont. 1922), Livingston v. Becker, 
40 F. (2d) 673, 674 (D. “E. 'D. Mo. 1929). But compare, Ralston v. 
Heiner, 21 F. (2a) 494 @. Cc. W. BD. F is 1927). aff’d 24 F. (2d) 416, 
~~ v. —— o:F. 424) 977 (D. N. D. Texas, 1925), Waldron 

Poe, 1 (2d) 932 (D. W. D. ye N. D. 1924), Kensett v. 
Seivere, 10 YP. oly Cor. Ct, Ce D. N. Y. 1880), Markle v.’ Kirkendall, 
267 F. 802 (D. C., W. D. Va. 1917). 


The liability of a De ee under Section 280, Revenue Act of 1926 
(44 Stat. 61, 26 U. C. A. 1069 (a) (1)); Section 311, Revenue Act of 
1928; Section 311,  3t4 Act of 1932, is a tax liability. Phillips v. 
Commissioner, 283 U. S. 589 (1931). Routzahn v. Tyroler, 36 F. (2d) 
pe s C. A. 6th, 1729), Alexander v. Mid-Continent Petroleum Corp., 

F. (2d) 735 (Cc. A. 10th, 1931), accord. Owensboro Ditcher & 
Couto Co. v. Lucas, S F. (2d) 798 (W. D. Ky. 1927), contra. See 22 
Til. L. Rev. 416-422, 6 Nat. Inc. Tax Mag. 14. However, whether or 
not it is a tax liability would now seem to be immaterial e ~ of 
Section 604, Revenue Act of 1928, 45 Stat. 873, 26 U. S. Sec. 
2604, prohibiting injunctions in transferee cases. Felland v. Gite 
33 F. (2d) 961 (W. D. Wisc. 1928) ag which compare Trinacia Real 
Estate Co. v. Clarke, 34 F. (2d) 325 (N. D. N. Y. 1929). On transferee 
cases generally see, Dana Latham, “Liability of Transferee Under the 
Revenue Act of 1926, ” (1927) 22 Ill. L. Rev. 233-258; Benjamin Harrow, 
“Summary Procedure Against Transferees of Assets "Under the Revenue 
Acts of 1926 and 1928,” (1930). 5 St. John’s L. Rev. 11-20; 7 Nat. Inc. 
Tax Mag. 140; 6 Nat. Inc. Tax Mag. 14. 

© bp. 508. 
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the former, they should be determined by the laws 
of Congress as interpreted by the Federal courts.® 

(2) The ruling by the Court that Section 3224 was 
declaratory of the common law principle did violence 
to the clear import of its language.** That was not 
the result, however, in Cumberland T. & T. Co. v. 
Kelly.** This was a suit to recover penalties under 
a Tennessee statute which enacted the common law 
rule forbidding discrimination by a public utility and 
imposed penalties to enforce that common law obli- 
gation. The rule of construction there followed was 
inapplicable to Section 3224, because that section 
was neither “merely declarative of the common law” 
nor “in the general terms of the common law.”® So 
as to Baker v. Baker.®© Here was a divorce action 
involving the question of the admissibility of the 
defendant’s confession in view of Section 8 of the 
Act of 1851, which provided that “no divorce shall 
be granted in any action by default of the defendant, 
nor on the admission or statement of either party.” 
As in the Cumberland case, the Court said that, this 
statute, “being in affirmance of the common law, is 
to be construed as was the rule by that law.” ** The 
question in Bradley v. People ** was the construction 
of a criminal statute making the branding of any 
animal or the defacing of any brand upon any animal 
the offense of larceny. An earlier statute had re- 
quired the act to be wilful. The prosecution con- 
tended that criminal intent was no longer necessary, 
under the rule of statutory construction respecting 
omitted words. The Court refused to follow this 
rule and applied the common law rule of construc- 
tion, that “a statute general in its terms is always 
to be taken as subject to any exceptions which the 
common law requires.”®® But this rule was invoked 
only because it was apparent from the context and 
subject matter of the whole act that the intention 
of the legislature was not to make the act of brand- 
ing per se criminal. 

While the Court did not cite a single decision 
involving Section 3224 in arriving at its interpreta- 
tion of that section, it did face the necessity of 
explaining its prior decisions under Section 3224 
in the light of that subsequent interpretation. This 






*1 Irrespective of the Federal law, the issuance of an injunction, where 
no Federal question is involved, is dependent upon whether the facts 
warrant relief under the state law. Seay v. Hawkins, 17 Fed. 710, 713 
(C. C. A. 8th, 1927); National Surety Co. v. State Bank, 120 F. 593 
(C. C. A. 8th, 1903) ; Cummings v. Merchants’ Nat. Bank, 101 U. S. 153 
(1879), Mercantile Nat. Bank v. Hubbard, 105 F. 809 (C. C. A. 6th, 
1900), Brinckerhoff v. Brumfield, 94 F. 422 (C. C., N. D. Ohio, E. D. 
1899), Chicago, B. & Q. R. Co. v. Board of Commissioners, 67 F. 411 
(C. C. A. 8th, 1895), First Nat. Bank v. Hungate, 62 F. 548 (C. C., D. 
Wash., S. D. 1894). If a statutory remedy is provided, it is for the 
state court to determine whether or not it is exclusive. Northern Pac. 
R. R. Co. v. Patterson, 154 U. S. 130 (1894). See also, Singer Sewing 
Machine Co. v. Benedict, 229 U. S. 481 (1913), Union Pac. R. R. Co. v. 
Board of Commissioners, 217 F. 540 (1910). 

62 The Federal courts have in fact asserted jurisdiction, where a Federal 
question is involved, even though the state courts afford an adequate 
legal remedy and notwithstanding the fact that the state law provides 
that this remedy shall be exclusive and prohibits injunctions. Ex parte 
Tyler, 149 U. S. 164 (1893), Brown v. French, 80 F. 166 (C. C., D. 
— 1897), Taylor v. Louisville & N. R. Co., 88 F. 350 (C. C. A. 6th 
1898). . 

® This ruling was tantamount to the insertion into that section of the 
phrase “upon the sole ground of illegality.” Without this addition the 
canes was obviously derogatory rather than declaratory of the common 
aw rule. 


160 F. 316 (C. C. A. 6th 1908). 
® p. 321. 

6 13 Cal. 87 (1859). 

tp. 95. 

6 8 Colo. 599 (1885). 

®p. 604. 

See discussion, pp. 446-448. 


™ See note 4, supra. See I Pomeroy, op. cit., secs. 258-260, 265, 266, 
270 and notes; IV Pomeroy, op. cif., sec. 1810 et seq. 
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was not easy. The cases in which injunctive relief 
was denied had to be explained on the basis of the 
common law rule, although the denial in those cases 
was for want of jurisdiction and in spite of the 
existence of grounds for the exercise of equitable juris- 
diction."° The “extraordinary and entirely excep- 
tional circumstances” in Hill v. Wallace, where 
injunctive relief was granted, were identified with the 
“special circumstances” in Dows v. Chicago, although 
the latter referred to the common and usual circum- 
stances recognized as the acknowledged heads of 
equity jurisdiction,’ while the former referred to 
the uncommon and unusual circumstances which were 
particularly shocking to the equitable conscience of 
the Court.” 
III 


The wisdom of the policy underlying Section 3224 
of the Revised Statutes may well be questioned.” 
Not only does it violate the principles of sound gov- 
ernmental finance, but it is eminently unfair in the 
burden it places upon the taxpayer. Millions of dol- 
lars erroneously or illegally collected as revenue are 
annually spent by the Federal Government only to 
be recovered subsequently in suits for refund. This 
overestimation of Federal income has necessarily 
contributed, in some degree, to the increase in Fed- 
eral expenditures and the National indebtedness. 
The danger which this section was designed to 
remedy—that the conduct of governmental activities 
might be hampered by judicial interference with the 
collection of taxes—is more apparent than real. It 
has not stood in the way of the substantial legis- 
lative modification that has already taken place.” 
It would not materialize were Congress to abandon 
completely the policy underlying this section. More- 
over the section is harsh in its application to the 
taxpayer. He is required first to pay the tax and 
then to dispute its validity in a suit at law for re- 
fund.*® But the road to recovery of taxes is a slow 
and difficult one to travel. The technicalities and 
complications besetting his path have often frus- 
trated success by the taxpayer in cases of unques- 
tionable merit.” 

(Continued on page 470) 





7 But compare Clarence A. Miller, supra, note 3, at p. 328; John C. 
Gall, supra, note 3, at p. 196; 37 Harv. L. Rev. 255, 258. 


73 See, Zechariah Chafee, Jr., “Modernizing Interpleader,” (1921) 30 
Yale L. J. 814, 826, for a criticism of the policy against tax injunctions 
in another connection. 

™ See notes 77-80, infra. 

7 See note 76, infra. 

_% The technicality of protest or duress in suits against collectors was 
dispensed with by Section 1014 (a), Revenue Act of 1924, amending 
Section 3226, Rev. Stat. This amendment has been given retroactive 
effect to apply to payments of taxes prior to its enactment. Weir v. 
McGrath, 52 F. (2d) 201, 203 (D. C., D. Ohio, S. D. 1928); Electric Stor- 
age Battery Co. v. McCaughn, 52 F. (2d) 205. 209 (D. C., D. Ohio, 
E. D. 1931); Leach v. Nichols, 42 F. (2d) 918 (D. Mass. 1930); Warner 
v. Walsh, 24 F. (2d) 449 (D. Conn. 1927); Beatty v. Heiner, 10 F. (2d) 
390 (D. C., D. Pa, W. D. 1925); H. Rep. No. 179, 68th Cong., 1st 
Sess., pp. 33-34; Sen. Rep. No. 398, 68th Cong., ist Sess., pp. 44-45. 
Warner v. Walsh, 27 F. (2d) 952 (D. C., D. Conn. 1928), contra. See 
pg Mg Rev. 898; 45 Harv. L. Rev. 1221; III Cooley, op. cit., secs. 

The filing of a claim for refund, setting out the grounds relied on for 
recovery of the taxes, is a condition precedent to suit. Rev. Stat., secs. 
3226 and 3228, 26 U. S. C. A., secs. 156 and 157. Although it may be 
waived in some respects, Tucker v. Alexander, 275 U. S. 228 (1927), 
literal compliance with these statutory requirements is generally neces- 
sary. U.S. v. Felt and Tarrant Mfg. Co., 283 U. S. 269 (1931), Mary- 
land Casualty Co. v. U._S., 251 U.S. 342, 353, 354 (1920), Kings County 
Savings Institution v. Blair, 116 U. S. 200 (1886), Arnson v. Murphy, 
115 U. S. 579, 584 (1885), Arnson v. Murphy, 109 U. S. 238, 243 (1883), 
Nichols v. U. S., 7 Wall. 122, 130 (1868), Aetna Life Ins. Co. v. Eaton, 
43 F. (2d) 711 (C. C. A. 2d, 1930), III Cooley, op. cit., secs. 1300-1308. 


(Footnote 76 continued on page 470) 
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HE title which I have suggested assumes that 
we have a tax burden from which we should 
be given relief. In these days when the problem 

has been agitated so vigorously by the National 
Economy League and by taxpayers’ leagues formed 
locally, as well as other organizations, it may seem 
unnecessary to prove this assumption to be correct, 
as a starting point for a discussion of the subject. 
Nevertheless, it seems to me that 
the full extent of the problem can 
not be appreciated unless we briefly 
review the situation in which we 
find ourselves, and from such a brief 
review we can the better estimate 
the extent of the illness from which 
the patient is suffering and the bet- 
ter determine whether our remedies 
should be mild or radical. 

Taxation in the early days of the 
colonies was a minor incident in the 
lives of the first settlers. Even at 
the time of the Declaration of In- 
dependence, it has been estimated 
that the burden which the English 
Government had placed on the 
colonists by stamp taxes and other- 
wise did not exceed 25 cents per 
capita, and yet this burden was 
sufficient to cause its mention 
specifically in the Declaration of 
Independence as one of the grounds 
for severance from the mother 
country. Today, in contrast, we 
have a per capita tax burden of $108 
annually, and if the two figures are approximately 
correct, we are therefore paying 432 times as much 
tax as we paid England in 1776. 

But it is not merely the size of the present tax 
burden that is alarming. I am more deeply im- 
pressed by the tendency to increase public ex- 
penditures from year to year, apparently without 
limit, and of course it is obvious that every such 
increase means in the end a corresponding increase 
in taxation. 

If we go back to the last pre-war year, 1913, we 
find that in the United States there was an average 
local tax of $20 per capita. In 1929, the last year for 
which the figures are available, we find a correspond- 
ing burden of $60 per capita—300 per cent of the pre- 
war figure. In the same way, in 1913, the states 
imposed a per capita burden on the average of $3.97 
but in 1929 this had risen to $16.38—412 per cent of 
the pre-war cost. 

In the pre-war years the Federal Government was 
able to get along on one billion dollars or less an- 
nually and today it is with difficulty that the Federal 
budget is kept within four billion dollars, or about 





* Attorney at Law, Boston, Mass., former Assistant Secretary of the 
Treasury; paper read at the recent New England Tax Conference. 
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400 per cent of the pre-war figure. It is not neces- 
sary to furnish statistics to show that within this 
period there has not been such an increase in popula- 
tion or in property as would justify this tremendous 
expansion. 

If the increase in taxation were the whole story, 
the picture would not be so disheartening, but during 
the same time we have been increasing our indebted- 
ness, which is simply a way of mort- 
gaging our future public revenue. 
It would be unfair to consider the 
Federal indebtedness in this con- 
nection because this was of neces- 
sity increased tremendously during 
the war period, and such valiant ef- 
forts have been made since then to 
reduce it that those responsible for 
these reductions are entitled to the 
highest praise. It has only been 
under the pressure of absolute 
necessity and to meet enormous de- 
ficits that in the last two years re- 
course has been had to additional 
borrowings in order that the Gov- 
ernment might function under con- 
ditions of greatly reduced revenue, 
which conditions were in part not 
to be expected and were in every 
way outside of the control of the 
National Government. 

Let us turn, however, to a con- 
sideration of the indebtedness of 
our cities and towns in Massachu- 
setts and compare the figures for 
1920 with those of 1930. 

In 1920 the cities of Massachusetts had a total 
valuation of $4,022,800,000 in round figures. In 1930 
this valuation for the same 38 cities (excluding 
Gardner which became a municipality during this 
period) had increased to $5,389,000,000. This was 
an increase of approximately 30 per cent during a 
time when the population increased less than 10 
per cent in these cities. 


I suspect that the increase in valuation could only 
be justified in large part by the inflationary period 
through which we were passing in the years that 
culminated in 1929, and that the figures for 1930 
have not been deflated to a degree corresponding 
with the deflation of values generally. However, 
during this same period, the net funded debt of these 
38 cities was $166,000,000 in 1920 and it had in- 
creased to $248,000,000 in 1930. This is an increase 
of almost 50 per cent. 

One further comparison is interesting. In 1920 
the percentage of net debt to valuation was 4.1, but 
in 1930 this had risen to 4.6,—an increase of over 12 
per cent in a figure which ought not to be increasing 
at all. 
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If we turn now to the figures for the towns of 
Massachusetts, we find a similar situation. 


In 1920 the towns of Massachusetts had a total 
valuation of $1,240,501,000 (eliminating the town of 
Gardner which had become a municipality by 1930). 
In 1930 the valuation for these towns had increased 
to $2,073,119,000—an increase of 67 per cent. 


During the same period, the net funded debt had 
increased from $24,316,000 to $52,776,000,—an in- 
crease of 117 per cent, or almost double the rate of 
increase in valuation in spite of the obvious inflation 
in the valuation of real estate. During the same 
period, temporary loans by cities and towns were 
increasing very rapidly. 

These figures prove to my individual satisfaction 
that we have been increasing our public expenditures 
locally in Massachusetts at a rate that is out of all 
proportion to the growth in population, resources 
and ability to pay, and furnish ample justification 
for selecting as a subject of discussion the means by 
which this tax burden can be alleviated. 


If it be thought that the answer to the present 
problem is to borrow more extensively than we have 
been doing and therefore temporarily impose lower 
taxes upon real estate and personal property, let me 
point out that this is but to postpone the day of 
reckoning, and that to do business on borrowed 
money is an expensive proposition. If a municipality 
or town is able to borrow money for 30 years at 
5 per cent with the usual sinking fund requirements, 
the ultimate cost of every dollar thus borrowed is 
$1.95, and this must be met from taxation. 


While, therefore, there is a great deal of force in 
the argument that expenditures for public improve- 
ments having a life extending into the next genera- 
tion ought in part to be borne by the incoming 
generation, nevertheless we should face the fact that 
such a course means that over the whole period, the 
public improvement for which we are expending is 
going to cost us and our descendants just about 
double what it would cost if we were able to adopt a 
pay-as-you-go program. I am not arguing for the 
adoption of such a program. I am merely pointing 
out the extent to which a departure from it involves 
an additional tax burden in every year during which 
we postpone the ultimate payment. I conclude, 
therefore, that recourse to additional borrowing in the 
present emergency should be avoided and only used 
as a final and temporary expedient. 

If we can thus dispose of the argument that the 
way out of our difficulties is by borrowing, then 
there can remain but two problems for consideration : 
first, the question of a readjustment of the tax 
burden so that its incidence may be less severe on 
certain classes of property; and secondly, a reduc- 
tion of the total burden by a reduction in public ex- 
penditures. 

I am satisfied that at the present time real estate, 
particularly under present deflated values, is bearing 
a disproportionate part of the total tax burden. It 
is the class of property that is expected to take up 
the slack as more funds are needed for one purpose 
or another. It is under the disadvantage that it can 
not be removed from the State to escape taxation, 
whereas personal property may be thus secreted, 
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money may be invested in tax-exempt securities, and 
incomes may be diverted to other jurisdictions by a 
change of domicile, which may be made in good 
faith or which may have such color of bona fides as 
to render the State which had previously taxed the 
individual thereon helpless under the circumstances. 

The reexamination of the tax system of any State 
and the readjustment of the tax burden among vari- 
ous classes of property is not a matter which can be 
completed satisfactorily in a short period of time. 
It involves prolonged study by commissions which, 
with expert help, will ascertain all of the facts, find 
all of the possible solutions and weigh carefully the 
advantages and disadvantages of the different pro- 
posals submitted. There is hardly a state in the 
country, however, which has not either undertaken 
such a study or which ought not to undertake it 
and base this study on the undeniable fact that the 
situation is such as to call for a substantial change 
not in the direction of producing more revenue but 
to so equalize the different forms of taxes that the 
treatment of the different classes of property under a 
general system of taxation will be more equitable 
and more acceptable to the great body of citizens. 

We come now to the last and the most important 
phase of the subject. 

The total tax burden can only be reduced by one 
method, namely, to reduce public expenditures. The 
tax burden simply reflects the extent to which gov- 
ernmental agencies, state, local and Federal, are 
expending public monies in behalf of their citizens. 
Just in proportion to the ways in which we reduce 
these expenditures can we reduce the total burden 
of taxation. I have pointed out-the extent, yes, the 
very alarming extent to which these expenditures 
have been increased since the pre-war period. I 
could give you endless detailed statistics in support 
of this proposition, namely, that if we are to continue 
to expand governmental activities as we have been 
doing, public expenditures will within the next gen- 
eration reach a point that will be destructive of 
popular government in this country in the form in 
which we know it. 

Our Federal Government has expanded those serv- 
ices which it has rendered in the past to its citizens 
to an extent that we little appreciate. Its aids to 
agriculture have been enormous and so varied in 
their scope that hardly anyone can enumerate the 
various activities of, say, the Department of Agri- 
culture alone. In this department, as in the Depart- 
ment of the Interior and the Department of 
Commerce, experts are working unceasingly to solve 
every problem of our daily life, as well as to add to 
that vast wealth of scientific knowledge upon which 
our technical institutions rely. There is no denying 
the value of these services. Everything that these 
departments and bureaus have been carrying on is by 
reason of some act of Congress that compels this 
administration and every succeeding administration 
to perform this work until by some repealing act the 
burden is lifted. There is no denying the value of 
these services or the fact that hundreds of thousands 
of people are interested and often financially bene- 
fited thereby. I propose, however, that the entire list 
of expenditures of public monies by the Federal Gov- 

(Continued on page 475) 
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problems of a serious nature, not only through 
the effect upon governmental revenues but 
also in the possibility of increasing the inequalities 
of the apportionment of tax burdens. Beyond blindly 
following tradition, the chief reasons for granting 
exemption from taxation are to fulfill an obligation 
of society to the individual, to avoid the costs to 
a government of taxing its own property, to re- 
imburse private individuals who are using their prop- 
erty for purposes that are held to be governmental, 
to avoid administrative difficulties, 
to eliminate double taxation, to 
stimulate industry or agriculture, 
to reward actions that are held to 
be socially desirable, and to promote 
socio-political undertakings. The 
laws embodying these exemptions, 
although they differ widely in de- 
tail in the various states, are very 
similar in general subject matter 
covered. Most of the exemptions 
are easily classified in a dozen cate- 
gories, including personal exemp- 
tions, public property, churches, 
charities, educational institutions, 
industrial enterprises, buildings, 
and intangibles. The common forms 
of exemption constitute tax favors 
or subsidies of general acceptance 
and long standing, sanctioned by 
the courts and liberally extended 
by legislative assemblies. 
The value of real property and 


A NY reduction of the tax base gives rise to 
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Churches and other property used for religious pur- 
poses, on the other hand, are declining in relative 
importance. The total value of exempt property, 
although increasing only slightly more rapidly than 
the value of taxable property, is great enough to 
be of significance in a study of the distribution of 
the burden of taxation. 

The genesis and development of the various types 
of exemption from property taxation are alike in all 
of the states. The growth of tax exemption, the 
legal philosophy that supports tax favors, and the 
significance of exemption in a state 
that secures its revenue chiefly from 
the taxation of property, are clearly 
illustrated from the history of IIli- 
nois. 


1. Historical Development of 
Exemption 


During the early period when the 
section of country that now forms 
the State of Illinois was under 
French domination (1699-1763), no 
formal financial system existed.’ 
Governmental activities were di- 
rected by military and religious au- 
thorities appointed by the mother 
country and her religious organiza- 
tions. No changes occurred during 
‘the period of English occupation, 
from 1763 to 1778, or during the 
following six years when the colony 
was administered by the State of 
Virginia. The local financing that 








improvements exempt from taxation 
constitutes approximately twelve 
per cent of the value of all such 
property in the United States. In thirty-one states 
the property exempted from taxation constitutes be- 
tween 6 and 14 per cent of the taxable real estate. 
The greatest amount of non-taxable property is 
found in the District of Columbia and the Rocky 
Mountain states, which contain large tracts of land 
owned by the Federal Government. The extent of 
exemption of personal property from taxation is 
more difficult to determine, since very few of the 
states attempt to evaluate such property. In the 
states where data are available, it is estimated, that 
from 2 to 15 per cent of all personal property is 
legally removed from the tax base. A study of the 
data available for a period of forty years indicates 
that the total value of exempt property is increasing 
at a slightly greater rate than the value of taxable 
property. 

A study of the trends in types of exempt property 
shows that privately-owned property is increasing 
more rapidly than publicly-owned property, although 
the difference is not great. Property used in the 
field of education constitutes a constantly increasing 
percentage of the value of all exempt property. 


* Professor of Economics, Municipal University of Omaha, Omaha, 
Nebraska. 
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existed retained the form of fines, 
duties on furs,? and small contribu- 
tions of goods; and there is no rec- 
ord of the payment of taxes as such. 


Early in the 1790’s the first tax laws were formu- 
lated ;* and during the succeeding forty years a gen- 
eral property tax was gradually evolving. In 1805 
the system of taxing only specified types of property 
was replaced with what amounted to a general prop- 
erty tax, with all lands assessed at their exact value. 
A reversion to the earlier classified system occurred 
four years later, however, when Illinois was made 
a separate territory. Revenue to defray expenses of 
the territorial government came from the classified 
land tax; while county revenue was raised by taxing 
horses, cattle, slaves, town lots, houses in town, and 
“mansion houses in the country,” valued at two hun- 
dred dollars and upward, and by licensing ferries, 
billiard tables, and merchants.‘ In addition to the 
exemption of two hundred dollars of the value of 
“mansion houses,” there was an exemption of neat 
cattle. Cattle production was not especially signifi- 

1 Haig, A Minee 4 the General Property Tax in Illinois, (Champaign, 
Ill., 1914), p. 10 oses, rs, istorical and Statistical, (Fergus 
Prtg. Co., Chicago, 1889), Vol. a, 


2 Alvord, Clarence W., "and gas Clarence E., The Critical Period 
bag -1765, (Illinois State Historical Library, Springfield, 1915, pp. 280, 


3 Haig, op. cit., pp. 15-16. 
(Footnote 4 on next page) 
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cant at this time,® and the exemption of young stock 
seems to have been a minimum exemption of the 
same sort as the one pertaining to houses.® 


These few exemptions from taxation are the only 
ones recorded prior to the formation of the State 
of Illinois in 1818. The first constitution of the 
State contained only one tax provision:’ “That the 
mode of levying a tax shall be by valuation, so that 
every person shall pay a tax in proportion to the 
value of the property he or she has in his or her 
possession.” In spite of this rule of uniformity, how- 
ever, taxes continued to be based upon a crude sys- 
tem of classification.® 


According to an agreement between the United 
States and the new state, specified sections of land 
were granted to Illinois for use in public education. 
In return the state agreed to exempt from taxation 
all lands sold by the Federal Government, the exemp- 
tion to continue for five years after the date of sale. 
The state also agreed to exempt lands given as a 
bounty for military service, this exemption to con- 
tinue for three years after the lands passed out of 
the hands of the original patentees. The exemption 
of these lands from taxation resulted in injustices as 
between old and new purchasers. The population 
of the state was increasing very rapidly, which meant 
that a considerable amount of land purchased from 
the Federal Government was exempt from taxation. 
The older settlers felt that they were paying more 
than their just portion of the land taxes. Governor 
Edwards, in a message to the Legislature in 1830, 
went so far as to advocate the abrogation of the 
agreement in the enabling act.® In 1847 Congress 
consented to an elimination of the five-year exemp- 
tion, and the lands were subjected to taxation.*° The 
assessed value of taxable property in Illinois increased 
from $88,815,403 in 1846, to $92,406,493 in 1847, and 
to $102,132,193 in 1848.1 Haig implies that the elimi- 
nation of the exemption had a relatively slight ef- 
fect.12, Governor French, on the other hand, in his 
message of 1851 said: 

That provision of the constitution which requires ad 
valorem assessment, instead of a specific valuation, of real 
property, has had but little influence, either in increasing or 
diminishing the revenue derivable from that source. But 
the removal by act of congress of the restriction, exempt- 
ing the public land from taxation for five years after pur- 


chase, has contributed materially to swell the aggregate 
yearly revenue.” 


* Moses, op. cit., p. 263. 
5 See Moses, op. Cin id 231; pai Illinois in 1818, Illinois Centennial 
Commission, Springfiel 1917, 
® Receipts and expenditures, Eo ao of the territorial government in 
1817 and 1818 are given by Moses as follows: 
Received by treasurer in 1817.................. $1,508 





Received by treasurer in 1818.................. ,47 
$3,979 

PI INE. OE aia 5c hed ec ini ames cep euar ,03 
IS aaa a Jeculuerastl edu a ete ware es PA aE $ 60 


Moses, op. cit., p. 266. 

T Section 20. No other state constitution contained so definite a gen- 
eral property tax provision. 

8 The revenue laws of this period were held to be constitutional, on the 
ground that the system of classification was the most equitable and 
convenient, and that a valuation of the lands by personal ee 
would have been impractical. See Rinehart v. Schuyler, et al., 7 Ill. 

505, 512 (1845). 

® Senate Journal, 7 G. A., 1 Sess., p. 49. See Haig, op. cit., p. 31. 

10 Laws of Iil., 1846- 47, ~ 83. 

uy. A. airlie, Report - the Taxation and Revenue System of IIl. 
(Danville, Ill., 1910), pp. 202-3 

12 Haig, op. ‘cit., p. 92. 

18 Reports Made to the Seventeenth General gevnty of Illinois, Jan. 
6, 1851, (Springfield: Lanphier & Walker, 1851), p. 6. or discussion 
of rapid sale of public lands in Illinois, see Pease, Theodore Calvin, 
The Frontier State, 1818-1848, (Chicago, McClurg, 1922), pp. 1-4, 337 
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The exemption of bounty lands given for military 
services so narrowed the tax base in some of the 
counties that the State was forced to grant subven- 
tions to enable such counties to meet their local ex- 
penses.** These subventions amounted to $2,938 for 
the two years ending November 30, 1828, and were 
increased to $8,950 for the two years ending Decem- 
ber 1, 1832.15 


Costly banking experiments, over-development of 
internal improvements, and land speculation, were 
significant factors in making necessary an expansion 
of the tax base and a clear statement of exemptions. 
The Revenue Act of 1839 definitely established a 
general property tax system. Exemptions consisted 
of “such lands as may be owned by societies or cor- 
porations for the purpose of burying ground, church 
grounds, and grounds for the use of literary institu- 
tions, not to exceed ten acres, ... lands belonging to 
the United States, or this State, and such other lands 
as are exempted from taxation by the terms of the 
compact between this State and the United States.” 1° 
Ownership and use thus became the basis of exemp- 
tion in Illinois. The exemption provisions thus formu- 
lated came in part from the laws of other states, 
particularly Kentucky, Ohio and Indiana,’* but to 
a greater extent from tradition and the experience 
of the people of Illinois in their struggle to create 
and support a government.’® 


A few years later, land located within a city and 
not divided into recorded lots was exempted from 
city taxation.’® Property of colleges and seminaries, 
used exclusively for educational purposes, was ex- 
empted.”° During this period a growing interest in 
education was manifest. In 1840 a state educational 
society was formed, to work for a better system of 
common schools.”* The Revised Statutes of 1845 
expanded the exemption provisions somewhat. School 
houses, court houses, jails, and all county lands and 
buildings used for the proper purposes, were added 
to the list. Exemption of church buildings, pews 
and furniture, was provided; also the personal prop- 
erty and buildings erected for the use of literary, 
religious, benevolent, charitable or scientific institu- 
tions. These provisions appear to be a rounding out 
of the first exemption statute of 1839, by adding 
property that had been inadvertently omitted from 
the earlier law. 


No further exemptions appeared during the period 
of the first constitution. The exemption provision 
of the new constitution of 1848, in so far as it ap- 
plied to privately owned property, was permissive 
rather than mandatory, as follows: 


The property of the state and counties, both real and 
personal, and such other property as the general assembly 
may deem necessary for school, religious and charitable 
purposes, may be exempted from taxation.” 


44 Laws 1832-33, p. 518; Laws 1835-36, p. 231. 

% Haig, op. cit., p. 31. 

1% Laws 1838-39, 4 3. 

7 Haig, %: cit., 38; Anthony, The Constitutional History of Illinois, 
(Chicago: hicago ig News Print, 1891), p. 39. 

18 Pease, op. cit., chaps. I to IV. 

% Laws 1842-43, p. 238. 

°° Ibid., p. 70. 


21 See Moses, op. cit., Vol. II., Chap. L; Pease, op. cit. pp. 30, 430 
et seq. 


2 See p. 437. 


(Footnote 23 on next page) 
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The General Assembly was thus given power to 


exempt any property as it saw fit, within the restric- 
tion as to use. 


The first case of contract exemption under the 
new constitution appears to have been the charter 
granted in 1849** to the Illinois General Hospital 
of the Lake, to be located in or near Chicago. The 
property of that institution was exempted from tax- 
ation. Under the Constitution of 1818 the General 
Assembly had the power to grant irrevocable exemp- 
tion from taxation.» Likewise under the constitu- 
tion of 1848 exemption from taxation granted to 
corporations by special charter has been held to con- 
stitute a contract which cannot, under the Federal 
constitution, be impaired by later state constitutions 
or statutes.® 

The Illinois Central Railway was organized in 1851. 
Lands of considerable value, received by the state 
from the Federal Government, were given to the rail- 
way company. The charter provided for payment 
to the state of 7 per cent of the gross annual earn- 
ings of the railway, in lieu of all other taxes. The 
sums paid into the state treasury were large, and 
they constituted a significant aid in the payment of 
the state debt, which was the all-important financial 
problem of that period. Although the charter of the 
Illinois Central Company has been held to be irrevoca- 
ble,2° the exemption from property taxation which 
was granted in the original charter has been confined 
within narrow limits. It applies only to that part 
of the road included in the charter lines,?” and only 
to the propery necessary in operating those lines.”* 

The commutation of taxes granted to the Illinois 
Central Railroad is probably of considerable value 
to the Railroad at the present time. One writer 
concludes that 7 per cent of the gross receipts of 
the charter lines constitutes a much greater payment 
than would be required if the property were sub- 
jected to taxation. The taxes paid by the Illinois 
Central Railroad, on all of its lines, constitute 6% 
per cent of total revenues; while the average for 
all railroads in the United States is 6 1/10 per cent. 
It is erroneous, however, to conclude, from these 
facts, that the Illinois Central Railroad is paying 
more taxes than it would pay under the general 
property tax. In 1851, the State of Illinois granted 
to the Illinois Central Railroad 2,595,000 acres of 
land.%° This land was sold by the Railroad for more 
than $30,000,000.2° It was stated in the charter of 
the Railroad that the 7 per cent of gross proceeds 





3 Art. IX, Sec. 3. The original report of the committee on revenue, 
at the constitutional convention, also provided for the exemption of the 
wearing apparel of every person, and household furniture to the value of 
$100. Because of the difficulty of fixing the amount of an exemption of 
this sort, it was decided to omit it and to adopt the general provision as 
given above. Journal of the Illinois Constitutional Convention of 1847, 
(Springfield: Lanphier Walker, 1847), pp. 79-80, 222, 226. 

4 Taws 1849, p. 41. 

( % State Bank of Ill. v. People of the State of IIl., 5 Ill. (4 Scam.) 303 

1843). 

6 University v. People, 99 U. S. 309, (1878) ; Illinois Central Ry. Co. 
v. Irvin, 72 Ill. 452 (1874). For discussion of contract exemption, see 
elow. 

7 Til. Cent. Ry. Co. v. Emmerson, 299 Ill. 328, 132 N. E. 471 (1921); 
State of Ill. v. Ill. Cent. Ry. Co., 246 Ill. 188, 92 N. E. 814 (1910). 

( 28 State Board of Equalization v. People, 229 Ill. 430, 82 N. E. 324, 

1907). : 

*® Severson, Some Phases of the History of the Illinois Central Rail- 
road Company Since 1870, Unpublished doctor’s dissertation, University 
of Chicago, 1930, p. 226. 8 f 

% Stead, Illinois Central Case: Opinion of the Supreme Court Filed 
Oct. 18, 1910; together with a History of the Litigation and a Synopsis 
of the Opinion. Atty. General’s Office, Springfield, 1910, pp. iv-x. 
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was to be paid to the state in return for the grant 
of land and the franchises.*° It is necessary, there- 
fore, to treat a part of the amount paid by the Rail- 
road as rental for the land or as interest on the 
money received from the sale of the land. If interest 
be computed on $30,000,000 at 6 per cent, $1,800,000 
should be deducted from the payment made by the 
railroad, in order to determine the amount of taxes 
paid. In 1929 the Railroad paid a gross receipts tax 
of $3,128,370.81. The actual tax, however, was only 
$1,328,370, the remaining $1,800,000 being the yearly 
return for the land granted by the state. Since the 
average property tax rate in Illinois in 1929 was 
4.53 per cent, the assessed value of the property of 
the charter lines would have been $29,323,841 if an 
equivalent amount had been paid under the general 
property tax. Since there are 709 miles of railroad, 
the average assessed value per mile would have been 
$41,359. This figure is considerably lower than the 
average assessed value of the main track of all rail- 
roads in Illinois, which in 1929 was $56,500. This 
computation is only approximate, but it is adequate 
to indicate that the Illinois Central Railroad gains 
substantially by having the 7 per cent commutation 
provision in lieu of general property taxation. 

In 1853 the Legislature formulated a general tax 
exemption law.*? Exemption was denied to any prop- 
erty used with a view to profit. Endowments of col- 
leges and academies, except leasehold estates of real 
property held by such institutions, were specifically 
exempted. Swamps and overflowed lands belonging 
to counties were not to be taxed. The charitable 
institutions whose property was exempted must be 
institutions of “purely public charity.” Implements 
for extinguishing fires were exempt, even though 
they belonged to a private company. Public market 
houses and grounds, used exclusively for public pur- 
poses, were exempt. Waterworks belonging to any 
town or city, and used exclusively for conveying 
water to such town or city, were not taxed. No 
person was required to list a greater portion of any 
credits than he believed could be collected. Shares 
of stock in corporations were exempted. 


These exemption provisions indicate a growth in 
the movement to expand educational facilities, al- 
ready noted.** The provision denying exemption to 
property used with a view to profit, and the quali- 
fication of “purely public” applied to charitable in- 
stitutions, suggest that experience was requiring a 
more careful formulation of exemption provisions 
in order to maintain the underlying principle of “pub- 
lic purpose.” The provisions relating to fire imple- 
ments and waterworks indicate the growing need 
for such things and the desire for a more adequate 
supply of them.** The exemption of swamps and 
overflowed land belonging to counties appeared at 
this time because Congress, in 1850, had donated to 
the several states in which they lay, the public swamp 
lands and lands liable to overflow. Illinois received 
1,465,356 acres, which were promptly surveyed and 





31 The writer is indebted to I. M. Labovitz for the use of his unpub- 
lished manuscript from which the basic figures used in remainder of 
paragraph were obtained. 


2 Laws 1853, p. 936. 

33 See above. See also Cole, The Era of the Civil War, 1848-1870, in 
The Centennial History of Illinois, (McClurg, Chicago, 1922, Chapter X). 

34 See Cole, op. cit., Chapter IV. 














































































































































































































































































































































































































































































































































































































































































Property 
Exempt 


Bennett College of Eclectic Medicine & All 
Surgery ‘ 


Institution 


Evanston College for Ladies All 
Jennings Seminary All 
Jerseyville Academy All 


Mission & Industrial School of Chicago All necessary 


Mount Vernon College 


purposes 

Quincy College 5 acres with 
ldgs. 

Rock Falls College All 

Teachers Institute and Classical Seminary All 

Winnetka Academy All 

Almira College (Amendment) All for relevant 
purposes 

Chicago Academy of Sciences (Amend- All 


ment) 
Lake Forest University (Amendment) All 


Virginia Seminary of the Cumberland 20 acres, with 
Presbyterian Church bldgs. & all 


personal prop- 


erty 


* Private Laws, 1869, pp. 3, 7, 14, 17, 22, 24, 28, 29, 33, 35, 37, 38, 43, 51. 






granted to the counties in which they were located. 
They were to be sold and the proceeds used to de- 
fray the costs of draining them; the balance, if any, 
was to be distributed among the townships for edu- 
cation or roads and bridges.** 

With the rapid disappearance of the public domain, 
in the 1850’s and with the inflated prices of specu- 
lative holdings, agrarian movements began to de- 
velop in Illinois.**° The Illinois Agricultural Society 
was incorporated in 1853.57 Many people began to 
decry the trend toward the “tenant system,” which 
was already predominant in Chicago. The remedy 
sought was the free grant of homesteads to actual 
settlers, thus taking from the capitalist his monopoly 
of the soil. The agitation led to the enactment of 
the Federal Homestead Law of 1862. 

While the public domain was disappearing and 
the agrarian movement developing, manufacturing 
was increasing. The census of 1865 showed a de- 
cided increase during the preceding five years.** The 
population of the state was now well over two mil- 
lion. The development of railways and the IlIlinois- 
and-Michigan Canal had contributed to this rapid 
growth. 

With the growth of population and industry came 
an expansion in the field of education. Public atten- 
tion was turned toward schools and colleges more 
than ever before.*® In the early 1860’s *° a number 
of educational institutions were granted tax exemp- 
tion. Among them were the Bloomingdale Academy, 
_% Cole, op. cit., R: 86; Proceedings of Illinois State Board of Equaliza- 
tion, 1877, p. XX XVII. 

* Cole, op. cit., pp. 89 et seq. : 

%* The property of this society was granted tax exemption under the 
constitution of 1870. See below. 

38 Moses, op. cit., Vol. i, Pi 767. 


3% See Moses, op. cit., V » Pp. 995 et seg. 
*” Private Laws 1861, pp. 9-30. 
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Table I 
TAX EXEMPTION PRIVILEGES GRANTED BY SPECIAL CHARTER TO EDUCATIONAL INSTITUTIONS IN 1869* 


All for relevant 








December, 1932 


Basis of From What Taxes 
Exemption 
Ownership Taxes for any and all purposes 


Ownership Taxes for any purpose 


Ownership All 
Ownership All 
Ownership All 
& Use 
Ownership All 
& Use 
Ownership Every species of taxation 


Ownership Taxes for any purpose 
Belonging or State, County, Municipal 
appertaining 
Ownership All except special assmts. 
Ownership State, County, Municipal 
Use 
Ownership All 


Belonging or 
appertaining 
Ownership 


State, County, Municipal, except 
assmts. for sidewalks 
Taxes for any purpose 


Decatur Seminary, El Paso Academy, Lockport 
Seminary, Metropolis College, The Urbana and 
Champaign Institute, and Woodstock University. 
To illustrate the form of the exemption provisions, 
reference may be made to the act incorporating 
Bloomingdale Academy: : 

All property of whatever kind and description belonging 
or appertaining to said academy, shall be and forever re- 


main free and exempt from all taxation for any and all pur- 
poses whatever. The amount of property so exempt, not 


to exceed $25,000." 

The exemptions, granted in special charters, were 
not always alike in form. No great care was taken 
to define the exemption in exact terms or to limit 
the use to which the property might be devoted. In 
the one year, 1869, tax exemption was granted in 
special charters to fourteen educational institutions.* 
The terms of the exemption privileges are presented 
in the above table. 


Tax exemption problems were brought up for dis- 
cussion at the constitutional convention of 1869-70. 
Some of the delegates advocated extravagant exten- 
sions of exemption favors; others wanted to eliminate 
exemptions entirely. One delegate proposed that 
the constitution contain a clause exempting all manu- 
facturing companies from taxation for the term of 
five years after the adoption of the constitution.” 
The general movement to encourage manufacturing 
after the Civil War, noted in the eastern states, ap- 
peared in Illinois, but with less strength. The pro- 
posed clause was not placed in the new constitution. 

“ Ibid., p. 11. 

“2 Private Laws 1869, pp. 3, 7, 14, 17, 22, 24, 28, 29, 33, 35, 37, 38, 
43, 51. Property of the American Bible Society was specifically ex- 
empted in 1863. Private Laws 1863, p. 26. 

Debates and Proceedings of the Constitutional Convention of the 


State of Illinois. (E. L 
p. 100. 


. Merrit & Bros., Springfield, 1870), Vol. I,. 
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Instead of desiring more liberal exemption policies 
the general sentiment among the delegates at this 
convention appears to have been a desire for further 
restriction of exemption favors. One delegate pro- 
posed an inquiry into the expediency of incorporating 
in the constitution a provision prohibiting the legis- 
lature from exempting any privately-owned property 
from taxation.“* During a discussion of the desira- 
bility of taxing religious societies, one delegate 
offered the resolution that the constitution provide 
for the taxation of all real property not exclusively 
used by religious societies for religious purposes.** 
This delegate explained that his resolution was aimed 
at the extensive commercial use of property stand- 
ing in the name of religious societies. Another dele- 
gate wanted to go still further and strike the words 
“not exclusively” from the proposed clause, the effect 
of which would be to deny all tax exemption privi- 
leges to religious institutions. 

The constitution which emerged from the con- 
vention of 1870 declared that neither the legislature 
nor any city, town or district should ever make any 
appropriation from the public fund in aid of any 
church or sectarian purpose, or to help support any 
school, academy or college controlled by any church 
or sectarian denomination; yet the constitution per- 
mitted exemption of such property from taxation, 
the delegates apparently seeing no inconsistency be- 
tween the two policies. 

The exemption provision of the constitution of 
1870, as finally adopted by the constitutional con- 
vention was as follows: 


The property of the state, counties, and other municipal 
corporations, both real and personal, and such other prop- 
erty as may be used exclusively for agricultural and 
horticultural societies, for school, religious, cemetery and chari- 
table purposes, may be exempted from taxation; but sucli 
exemption shall be only by general law. In the assessment 
of real estate incumbered by public easement, any deprecia- 
tion occasioned by such easement may be deducted in the 
valuation of such property.” 


It will be noticed that the property that may be 
exempted is rather strictly limited in type, and that 
the exemption is to be by general law only, both of 
which conditions are socially desirable if exemptions 
are to be granted. Moreover, exemption is not manda- 
tory, but permissive. The Legislature may pass laws 
carrying exemption to any extent that it sees fit, 
within the defined limits. This provision has been 
criticized on the ground that the Legislature may 
discriminate unfairly between classes of property 
owners by requiring certain conditions to be fulfilled 
before exemptions are granted. It should be noted 
that property may be exempted if exclusively used 
for the purposes named, regardless of ownership.*’ 

The constitutional provision permitting exemption 
of the property of agricultural and horticultural so- 
cieties was an expression of the extensive develop- 
ment in those fields during the two preceding decades. 
Diversification of agriculture appeared during the 
1850’s._ Fruit culture was practically non-existent 
in Illinois in 1850. During the following ten years 
the farmers became alive to this neglect of horti- 
culture, especially as the growing demand for fruit 
and vegetables brought exhorbitant prices for those 


4 Debates =< Proceedings, cited above, p. 211, 
© Ibid., p. 2 
« Coatincion 1870, i TX, See, 3. 
47 See below, Sec. 2,3 


THE TAX MAGAZINE 


457 








that were available. So rapid was the development 
of Illinois horticulture during this period that by 
1860 apples, peaches and melons were being shipped 
in large quantities from the southern fruit farms to 
northern markets. In 1851 the Northwestern Fruit 
Growers’ Association was formed; and, since it was 
supported almost entirely by residents of Illinois, 
it merged in 1857 with the Illinois Horticultural 
Society, organized in 1856.4 Along with this de- 
velopment of horticulture came an even greater 
development in stock-raising, wool-growing, grain 
production, and general farming. Between 1850 and 
1860 the improved land in Illinois increased from 
5,039,545 to 13,096,374 acres. The value of farm 
property nearly quadrupled. The Illinois Agricul- 
tural Society became very active, especially in en- 
couraging the importation of blooded stock.*® In 
view of the rapid development of horticulture and 
agriculture in Illinois during the twenty years pre- 
ceding 1870, it is not surprising to find the property 
of societies active in promoting that development 
exempted from taxation. 

In accordance with the exemption provision of 
the Constitution of 1870, the Revenue Act of 1872 °° 
formulated the property tax exemptions. In this 
act the Legislature inserted some restrictions not 
required by the constitution. An illustration is ex- 
empt church property, which, according to the stat- 
ute, must not only be exclusively used for public 
worship, but must also be owned by the congrega- 
tion. The land must be of “reasonable size” for 
the location of the church building. The exempt 
ground upon which a public building was erected 
was limited to ten acres. Charities to come within 
the exemption privilege, must be “purely public.” 
Fire extinguishing equipment must belong to the 
city, village or town, and the lot upon which the 
fire house was located must be of “reasonable size.” 
The property used exclusively by societies for “me- 
chanical and philosophical” purposes, when not used 
for pecuniary profit, was added to the exemption 
list. It would appear that there is no constitutional 
authority for this exemption. The courts have not 
been called upon to decide the question, however; 
and it is uncertain just what sort of societies the 
legislators had in mind.™ 

Not many changes have occurred in the tax ex- 
emption provisions since 1872. A few minor modi- 
fications were made in 1905.*?. All parsonages were 
exempted from taxation.®® A provision was inserted 
permitting exempt church property to be owned by 
the church authorities rather than by the congrega- 
tion. This provision was probably for the benefit 
of the Catholic Church, since property of that insti- 
tution stands in the name of ecclesiastical officials. 
Church property, to be exempt, must not be used 
for pecuniary profit. 

(Continued on page 472) 

#See Cole, op. cit., pp. 81-82, for discussion of horticultural devel- 
Pe See Ibid., pp. 82-91, for discussion of agricultural development. 

5° Taws 1871-72, pp. i-2 : 

51 See Richber, Rt from Taxation in Illinois, 43 Chicago 
iff News 91, Sct. 29, 1910 

aws 1905, 357. In 1889 trust funds of comeseney associations had 

been exempted i= taxation. See Laws 1889, p. 
’ The exemption of parsonages was declared dn and was 
dropped from the statute. People ex rel. Jno. Thompson, Co. Col- 
lector v. First Congregational Church of Oak Park, "232 Ill. 158, 83 N. E. 


536 (1908) held that parsonages, being primarily used as residences, are 
not being used for a religious purpose within the constitution. 







































































































































































































































































































































































































































































































































































Accumulation of Surplus to 
_ Evade Surtaxes 


Part Il 


By SEYmMour J. GRAUBARD * 


CANT aid has been given the collectors of in- 

5 ternal revenue by the Treasury Regulations on 
the statute relating to the accumulation of sur- 

plus to evade surtaxes.*** They refine its meaning 
with the effect of partial emasculation, rather than 
give it strength by illustrating the various methods 
used to circumvent it. Purpose to escape the sur- 
taxes has been defined in terms of the objective 
indicia of such intent: no active business; unreason- 
able accumulation in active business; control by 
family or small group; sudden change in business.”° 
Here is the same error found in the dissenting opin- 
ion of the United Business Corporation v. Commis- 
sioner, the necessity of finding an unreasonable 
accumulation in an active business before the stat- 
ute may be applied. Such theoretical harm is made 
of practical significance by the Department’s defini- 
tion of an unreasonable accumulation, which is to 
the effect that an accumulation is not unreasonable 
if it is needed in the business.2® That such an inter- 
pretation is a greased slide to evasion has already 
been pointed out.” But the Treasury has made at 
least one valuable contribution to the enforcement 
of the statute. In defining “any corporation” as a 
“domestic or foreign corporation” the Department 
has called attention, thus far without beneficial re- 
sults, to a favorite scheme of evasion which has been 
largely successful because of the several problems 
of constitutional and international law involved.”* 

There is little more authority to guide the tax- 
payer and the collector of revenue. It has been held 
that, though the statute has a penal nature, it is 
fundamentally a tax and not a penalty, and therefore 
an injunction may not be had to restrain its col- 
lection.2® Furthermore, that the provision in the 
old statute,®° allowing shareholders to avoid the im- 
position of the penalty by filing returns as though 
members of a personal service corporation, does not 
apply where the corporation has suffered reverses, 
and consequently the shareholders may not deduct 
such losses from their personal incomes.*t Opinions 
of Treasury officials have indicated that the act of 
retiring some of the capital stock would make a 
subsequent surplus available for distribution and 
hence bring it within the statute,®* although the 
converse act of transforming surplus into capital and 
issuing new shares on that basis also will not result 
in avoiding the imposition of the tax.** Finally, it 

* Of Columbia University School of Law, New York, N. Y. 

2a Section 104 of the Revenue Act of 1932 and its predecessors. 

% Art. 542 of ~~ 74; repeats Art. 352 of Regs. 69 and 65. 

7% Art. 543 of Reg. "74; repeats Art. 353 of Regs. 69 and 65. 

27 See p. 418, November, 1932, issue of THe Tax oes 

8 Art. 541 of Reg. 74; repeats Art. 351 of Regs. 69 and 6 

2 French Mortgage & Bond Co. v. Woodworth, 38 Fr 24) 841 
(1930), per Sec. 3224 R. S. 

%® Sec. 220 Revenue Act of 1921. 

31 Stern v. Comr. Internal Revenue, 11 B. T. A. 1309 (1928). 


22 C. B. 25 (1920). 
* Solicitor for General Mapes in I-2 C, B. 4 (1922). 





has been stated that, “The fact that a corporation is 
in process of liquidation will not render Section 220 
inapplicable with respect to the accumulated 
profits of the corporation,’ ** although where a 
brewery corporation in fear of a prohibition amend- 
ment saved huge surpluses for possible investment 
in another business, no violation of the statute was 
perceived.*®> No authorities of value, other than 
those already mentioned, have been found to aid in 
solving the dilemmas found in Section 104. 

The lack of information about the statute may be 
attributed directly to the Treasury Department. Be- 
cause of indolence or uncertainty of the law’s con- 
stitutionality, it had enforced the collection of only 
$75,000 under the statute up to 1927.5 But then, at 
the instigation of Congress, the statute was more 
often invoked with the result that collections spurted 
to $5,679,475 by March 1, 1930.87 Despite the large 
amount recovered and the fact that at the close of 
1929 there were three lawsuits in the Federal courts 
and 175 pending before the Board of Tax Appeals,°* 
only one case * has actually been decided to date. 
The figures force the conclusion that the Depart- 
ment has been content to use the statute as a threat 
rather than as a punishment. Where it has been 
morally certain that the defendant’s activities have 
brought it within the scope of the statute, it has 
been willing to compromise on the tax paid, rather 
than chance a conflict in the courts. Whether this 
attitude is due to a philosophy of economics which 
differs from that of the statute,*° or the fear that 
the statute will be held unconstitutional cannot be 
told, but it is evident that the statute has not been 
as effective as it might be. The loss in revenue to 
the Government through the accumulation of the 
undivided profits of one company alone during the 
four years of 1922-1925 has been estimated at some 
$168,000,000.*? 

Were the penalty of the statute less severe, the 
aggregate returns to the Government might be 
greater. Administration of the law would be more 
forceful, if troublesome questions of constitutionality 

* ©. D. 838, 4 C. B. 226 (1921). 

Eng.—Sutchiffe Ltd. v. Inland Revenue Comrs., 14 Tax Cas. 171 
(1928) Company formed 1922 by and for — persons. Profits for P sen 
up to March, 1924 were 34,000 pounds. eneral meeting in May 
1924 members voted to dissolve company. freid income for year earne ed 
up to time of dissolution taxable as though distributed. Contra, Inland 
Rev. ‘ey v. Burrell, wy Tax Cas. 27, C. A.; 131 L.. T.. 747 (1924). 

%® ©. D. 106, 1 C. B. 181 (1919). 

SL. “7 Parker, chief of investigating staff of the Joint Committee 


on Internal Revenue Taxation, in special report made January, 1927, 
as “ore in Wall St. Journal August 8, 1930. 
i 


% Delinquency In Enforcement i Section 220 Reported, NaTIonaL 

Income Tax MaGazine, 125, April, 19 
United Business Corporation v. Tet: note oe I supra. 

# Baar, “Evasion of Surtax—the First Precedent,” Tue Tax Maca- 
ZINE, September, 1930: ‘The Treasury Department, . . . may decline 
to assert liability in those cases where the statute applies according to 
the Board decision, but where the tax is not applicable according to 
previously accepted standards.” 


H. Parker, as reported in Nationa Tax MaGAZINE; see note 
38, supra. 
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revolving about the high rate of tax were obliterated. 
It is easier to prove in court that the taxpayer in- 
tended to utilize the corporation as a means of evad- 
ing taxes, if there is no impending penalty threatening 
such utilization. With an effective statute effectively 
enforced, the usual tax rates on corporations, im- 
posed in addition to the surtaxes on the distributive 
shares of the stockholders, should be sufficient to 
deter the taxpayer from wrongfully utilizing the cor- 
poration.‘ 


Just as the additional tax makes the present stat- 
ute difficult to administer, so does it raise interesting 
questions of constitutionality. Let us suppose that 
in a corporation, which has undoubtedly been availed 
of to evade the surtax, there are one or two or 
more bona fide minority stockholders who manifestly 
had no intent of so using the corporation, but whose 
wishes as to management had been overridden by 
the majority. The fifty per cent penalty is imposed. 
Shall the minority be forced to suffer? Would not 
the Fifth Amendment apply? The courts have not 
had occasion as yet to answer these questions,** but 
it is evident that if the corporation is taxed under 
the statute some shareholders would be punished for 
the fraudulent machinations of another or others. 
It is a common thing to have the innocent suffer 
with the guilty, but the courts tend to avoid puni- 
tion of that sort. 


Again, let us suppose that, after an accumulation 
made to evade the surtax, the sole shareholder re- 
organizes the corporation by shifting the surplus 
to capital and issuing new shares which he sells to 
bona fide purchasers for value. If the statute of 
limitations has not yet run, the corporation remains 
subject to the penalty. Are the new shareholders 
to be forced to suffer a diminution in the value of 
their purchase by the imposition of the tax? As- 
suming that the tax is constitutional, would not the 
courts hesitate to apply it? Or, the statute calls 
for the application of the high rate to the entire 
income of the corporation and makes no allowance 
for that part of the income which might already 
have been distributed to the shareholders. If a cor- 
poration, manifestly availed of to avoid the surtaxes, 
should declare a dividend of some one-third of its 
earnings, may it be taxed constitutionally on its 
entire income? Probably not. Finally, to take an 
already practiced instance, suppose the sole share- 
holder disposes of the new shares by giving them 
to a trustee to hold as an irrevocable spendthrift 
trust for his children. This is an easier case, one 
of a gift without consideration; yet here too the 
courts might feel, and have felt reluctant to slash 
the value of the trust. In all these cases, as the 
rate of tax decreases, so would the sympathy of the 
courts; and constitutionality is often a matter of 
sympathy. 

All the questions of constitutionality, which might 
be raised in connection with a domestic corporation 
under the present statute, may also be posited as 
to foreign companies, with the addition of more 
intricate problems. Assuming that the Constitution 

42 Explained p. 461, fourth paragraph. 
43In United Business Corp. v. Comr., note (?) supra, the court 
ignored the effect of the decision upon the two minority shareholders, 


probably on the justified a that they were “dummies,” holding stock 
in order that the corporation laws be complied with. 
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imposes no restrictions of a geographical nature upon 
the taxing power of Congress, other difficulties com- 
bine to make it practically impossible to levy the 
tax on foreign organizations. International law for- 
bids one nation from overrunning boundary lines 
into the territory of another in search of objects of 
revenue, unless it does so on the basis of the citizen- 
ship or residence of the taxpayer.*® The present 
statute attaches the corporation and not the indi- 
viduals behind it. Where the taxpayer, the foreign 
corporation, is a nonresident alien, on what legal 
grounds may the penalty tax be imposed? - 


That the authorities have deemed it unwise to 
meddle with such problems in court is not strange; 
nor is it strange that taxpayers have taken advan- 
tage of such prudence and of a possible change in 
attitude on the part of the Treasury by adding some 
complications to the legal tangle. Thus, some of 
the income of the foreign corporation is derived from 
foreign sources. The statute calls for a tax on the 
entire income. May it be applied? Or, non-resident 
aliens are given shares in the corporation. Will their 
nation allow them to suffer by the imposition of the 
tax? The idea of taxing a foreign corporation in 
such a case is too far-fetched to be given serious con- 
sideration. 


Even if the statute should be held to violate no 
principle of law, it would remain difficult of enforce- 
ment. Although the government may tax at its 
source such income of a foreign corporation as is 
derived from this country, the Revenue Act pro- 
vides only for the normal tax.*® If the penalty could 
be imposed, the Treasury would have no accurate 
means of knowing which foreign companies are be- 
ing availed of to evade the surtaxes. It does not 
help much to have a list of those foreign organiza- 
tions which are recipients of American wealth ;** it 
is necessary to know whether such corporations are 
of a nature susceptible to control by domestic tax- 
payers, and if so susceptible, whether they are actu- 
ally so used. Such information can best be obtained 
from domestic shareholders, but there is no provision 
in the present law arranging for it. 


Tn brief, the defects of the statute run the gamut 
of constitutionality to administration. The penalty 
clause, which was inserted as a deterrent to tax- 
payers, has boomeranged to smite the Treasury. 
The presumptions that certain types of organizations 
are within the statute, have served to draw attention 
away from the more common methods of evasion. 
The most important standard of determining viola- 
tions, reasonable accumulation within the needs of 
the business, can be made to serve the taxpayer 
more effectively than the government: corporations 
engaged in active business find it a simple matter 
to circumvent the statute. The tax may not be 
applied to foreign companies, probably the chief of- 
fenders of the statute’s policy. Finally, for lack of 
adequate machinery, the statute can not be enforced 
in better than a helter-skelter way. 

“Moore, 2 International Law Digest 60: Where Prussian govern- 
ment sought to impose tax on income of American resident citizen, on 
ground that his wife and daughter resided in Germany and hence he was 
taxable there. Held, income from the United States, which did not enter 
the Prussian borders, not taxable. 

“A. Levitt, 11 Va. L. R. 607 (1925); 7 Minn. L. R. 515 (1923). 


# Section 144, Revenue Act 1932. 
47 Section 148(c), Revenue Act 1932. 





460 THE TAX MAGAZINE 


II 


A new standard of determining corporations with- 
in the prescribed group, an elimination of the bother- 
some constitutionality questions, a more effective 
method of administration, are needed if the policy 
of the statute is to be given force. To meet these 
requirements the following substitutionary statute 
is suggested :* 


Sec. 104. Accumulation of Surplus to Evade Surtaxes 


(a) Where it shall appear that any corporation is being 
availed of to reduce the income tax payments of its share- 
holders, the Commissioner of Internal Revenue is given 
discretion to invoke this section as herein specified. 


(1) If any domestic corporation so accumulates its an- 
nual gains and profits that the taxable income of its share- 
holders is less than it would have been had such gains 
and profits been distributed, then there shall be levied, 
collected, and paid for each taxable year upon the net 
income of such corporation a tax equal to the total taxes 
which otherwise would have been levied, collected and 
paid for such year by the shareholders of such corpora- 
tion. 


(2) If any foreign corporation, whose policy of dis- 
tributing its annual gains and profits is within the control 
of any person or persons resident in or citizens of the 
United States of America, does not distribute its annual 
gains and profits within six months after the close of the 
fiscal year, then there shall be levied, collected, and paid 
for each taxable year upon each such person or persons 
a tax equal to the sum which otherwise would have been 
levied, collected and paid for such year by such person 
if the annual gains and profits had been actually dis- 
tributed; and this tax shall be levied, collected and paid 
whether or not such corporation receives its income from 
sources within the United States of America. Provided, 
that for the purposes of this subsection “control” shall 
mean the power to declare the distribution of annual gains 
and profits. 


The extent to which the poegoces statute has borrowed material 
from the English law can easily be determined upon a slight comparison 
of the two. The Income Tax Disose Act of 1922, 12-13 Geo. V; c. 17, 
s. 21, sch. 1, reads as follows: 
“2. With a view to preventing the avoidance of the payment of 
super-tax through the withholding from distribution of income of a com- 
pany which would otherwise be distributed, it is hereby enacted as 
follows: (1) Where it appears to the Special Commissioners that any 
company to which this section applies has not, within a reasonable time 
after the end of any year or other period * * * for which accounts have 
been made up, distributed to its members in such manner as to render 
the amount distributed liable to be included in the statements to be 
made by the members of the company of their total income for the 
purposes of super-tax, a reasonable part of its actual income from all 
sources for the said year or period, the Commissioners may, by notice 
in writing to the company, direct that for Pail tor of assessment to 
super-tax, the said income of the company shall, for the year or other 
period specified in the notice, be deemed to be the income of the mem- 
bers, and the amount thereof shall be apportioned among the members: 
“Provided, that, in determining whether any company has or has 
not distributed a reasonable part of its income as aforesaid, the Commis- 
sioners shall have regard not only to the current requirements of the 
company’s business, but also to such other requirements as may be nec- 
essary or advisable for the maintenance or development of that business. 
(2) Such super-tax payable by company. 
(3) Notice shall first be given member of company to pay tax. 
(4) Payment under section precludes later payment when actual 
distribution is made. 
When super-tax is thus assessed company shall be relieved of 
paying usual corporation profits tax. 
(6 his section shall apply to any company— 
(a) which has, since the fifth day of April, 1914, been regis- 
tered under the Companies Acts, 1908 to 1917; and 
in which the number of shareholders computed as here- 
inafter provided is not more than fifty; and 
(c) which has not issued any of its shares as a result of a 
public invitation to subscribe for shares; and 
which is under the control of not more than five persons. 
For the purposes of this subsection— 

The balance of the subsection is substantially like the pro- 

visions in (b)1-6 of the proposed statute.) 

Subsections 2-5 above have been abbreviated. The balance 
of the Act is not important for our a. To complete the statute, 
s. 21(1) of the Finance Act of 1927 s d be added; see note (7°) supra. 

There are several reasons why the eve _statute should not be in- 
corporated bodily into American law. In brief: (1) It does not apply 
to foreign corporations; (2) It does not pen to the larger corpora- 
tions; (3) Its provision for regarding reserves for debts as available for 
distribution goes too far perhaps to be held constitutional in the United 
States (s.21 of 1927 Finance Act); we have probably gone as far as we 
can in saying the permissibility of such reserves is a matter of degree. 


In England, of course, no question of a statute’s constitutionality can 
be raised. 
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(b) Any corporation in which the number of shareholders 
as hereinafter provided is not more than ten and which 
is under the control of not more than three persons shall 
be presumptively deemed to be so availed of. Provided, 
that for the purposes of this subsection— 


(1) In computing the number of shareholders of a cor- 
poration there shall be excluded any shareholder who 
is a trustee or nominee for some person otherwise own- 
ing or beneficially interested in shares of the corporation, 
or who is an employee of the corporation, or is the spouse 
of the unmarrried infant child of a beneficial owner of 
shares in the corporation. 


(2) A corporation shall be deemed to be under the 
control of any persons where the majority of the voting 
power or shares is in the hands of those persons or 
nominees or relatives of those persons, or where the 


control is by any other means whatever in the hands of 
those persons; 


(3) The expression “relative” means a husband or wife, 
ancestor or lineal descendant, brother or sister; 


(4) The expression “nominee” means a person who 
may be required to exercise his voting power on the 
directions of, or hold shares directly or indirectly on 
behalf of, another person; 


(5) Persons in partnership and persons interested in 
the estate of a deceased person, or in property held on 
a trust, shall, respectively, be deemed a single person. 


(6) In this subsection “member” shall include any per- 
son having a share or interest in the capital or profits 
or income of a corporation, and the expression “em- 
ployee” shall not include any governing director, manag- 
ing director, or director. 


(c) Neither the interposition of holding corporations 
between such corporations and the persons subject to this 
tax, nor the investment of such gains and profits into fixed 
capital, amortization funds, or reserves shall preclude the 
imposition of this tax. But this section shall not be ap- 
plied if the taxpayer proves— 


(1) That the accumulation was necessary to prevent 
the corporate capital from being diminished to an amount 
less than the paid-in capital or the capital as of March 1, 
1913, whichever is greater; or 


(2) That the imposition of this tax would work an ex- 
ceptional hardship upon such taxpayer.” 


(d) For the purposes of this section “gains and profits” 
shall be computed similarly to “net income” under section 
21 of this Act, unless such method of computation is ex- 
pressly forbidden by the laws of the country to which such 
corporation is subject, in which case the latter’s method of 
computation shall be adopted; but the burden of proving 
such prohibition shall be upon the taxpayer. Provided, that 
the persons taxed under subsection (a) (2) of this section 
shall be allowed to deduct from their net income such sums 
which they would have had to pay any foreign countries, 
if the gains and profits of such corporation had actually 
been distributed. 

(e) Where gains and profits of a corporation, already 
taxed under this section, are subsequently distributed, they 
shall be exempt from further tax. 

(f) Every taxpayer with a net income of $5,000 or more 
for the taxable year shall report in his income tax return 
a correct statement of his holdings in any corporation 
within subsection (b) of this section, together with the 
names and addresses of such corporations. For the purposes 
of this section the taxpayer’s pro rata share in the annual 
gains and profits of corporations within this section shall 
be considered as part of his net income. But no payment 
need be made under this section unless and until requested 
by the Commissioner of Internal Revenue. 


IV 


Some advantages of the suggested statute may 
be stated briefly before entering upon any objec- 
tions which may be raised to its validity or effec- 
tiveness. 

* By a slight alteration in the wording of this subsection the whole 
tenor of the statute may be radically changed. This clause is a variable 


which might be modified as the legislature sees fit, without any need of 
changing the scope of the rest of the statute. 
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(1) The statute eliminates the use of purpose and 
substitutes the fact of evasion as its measuring-rod. 
The non-distribution of annual profits is presump- 
tively a cry for the tax to be imposed. The gov- 
ernment need only compare balance sheets to see 
whether it need act. In only one possible instance, 
although apt to occur often, need oral testimony be 
taken, that of showing that the accumulation was 
so necessary to the business that it was impossible 
for the corporation, without undue hardship, to de- 
clare dividends under the circumstances. The ques- 
tion to be decided is not one of availability but of 
non-availability, and the burden is upon the taxpayer 
to explain away the figures. 


(2) International law and the Constitution raise 
no questions as to the permissibility of taxing for- 
eign corporations, as such organizations, per se, are 
outside the scope of the tax. 


(3) The statute does not differentiate between 
investment and manufacturing corporations; it em- 
braces all, and leaves it to the discretion of the 
Treasury to single out the offenders for punishment. 
That it is more likely for security companies to be 
investigated than for productive organizations is 
acknowledged, but such fact is not allowed to draw 
attention away from other types of violators. 


(4) The punishment imposed by the statute is 
sufficient to deter taxpayers from using the corpo- 
ration to evade taxes, while not so harsh as to call 
for the results found under the present statute. In 
effect, the individual taxpayers are assessed an addi- 
tional 1334 per cent, the corporation excise tax, on 
their incomes. 


(5) The statute is simple to administer. Under 
subsection (f) every taxpayer must carry his own 
cross to the Treasury, but he will not be impaled 
upon it unless the department finds him to be within 
the statute. The burden of proving legitimate use 
of the corporation’s funds is on the taxpayer; but 
where they have been so used in fact, he should 
not have much difficulty in proving his case. There 
can hardly be any dispute as to which corporations 
come within the presumption clause of the statute 
and which therefore must be reported; but the terms 
of the statute are broad enough to be applied to all 
corporations. 


(6) Asimple standard is set for determining when 
a company is trespassing upon forbidden ground. 
The use of tricky accounting devices as a means of 
showing that no income is available for distribution 
is forestalled,*° although they may have a dubious 
value under the saving clause of subsection (c). 


Many are the objections that may be raised to 
the proposed statute. That not all of them are 
posited and answered herein is due to limitations 
of space, but the most pointed ones are set out and 
rebutted below: 





5© See Dohr, “Section 220—-Should Corporations Worry?” NATIONAL 
Income Tax Macazine, p. 169, May, 1928. Seven types of reserves are 
suggested in the article to prove that there is no accumulation available 
for distribution: expansion, replacement at higher cost, working capital, 
paying off indebtedness, equalizing dividends, contingencies, writing off 
good will. Although such tabulations may look neat in the accounting 
records, they probably would be of little use in a court of law, where the 
vital question would be: How much of the surplus in reserve is necessary 
to the business, and can not be distributed? 
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1. It discriminates against the smaller corporations 
and is therefore unconstitutional. The statute applies 
to all corporations, regardless of size, “availed of to 
evade the surtax.” The only differentiation made in 
the treatment of the smaller organization is one of 
administration: its shareholders are forced to file 
statements as to their holdings. The Government 
relies upon its other methods of securing informa- 
tion in handling the larger companies. All corpo- 
rations are subject to the tax, and the additional 
burden put upon the shareholders of those organ- 
izations presumptively within the section is not so 
great as to substantiate a complaint of unconstitu- 
tionality. The presumptions in the statute are re- 
buttable. 

2. It disregards the corporate entity in taxing the 
shareholders of foreign corporations and is therefore 
unconstitutional. The same plaint of unconstitution- 
ality was heard when the old Section 220, taxing 
shareholders as does subsection (2) (b) of the pro- 
posed statute, was in force.*! Its constitutionality 
was never tested. In the sole case in which an 
attempt was made to apply Section 220, the Board 
of Tax Appeals gave the question no consideration 
and settled the case upon its facts. Resorting to 
commentators on the law and to useful analogies, 
we find that the courts have disregarded the the- 
oretical distinction between corporation and share- 
holder in such instances as where the former has 
been used for undesirable purposes. Professor Bal- 
lantine summarizes as follows: 

If the stockholders of a corporation attempt to use it 
as a means of perpetuating a fraud a court of equity will 
take the necessary steps to prevent the fraud, and it is very 
likely to describe its process as one of disregarding the 
corporate form and looking through to the action and 
motives of the individuals who compose the corporation. 
Where a corporation is used for effecting evasion of a 
statute, a similar result is reached.™ 
The utilization of the corporation as a device of 
evasion of the statute on surtaxes brings it within 
the above category. 

Again, where an individual has such control over 
property that he has full dominion in every sense 
except that of actual possession, the courts on occa- 
sion have applied the doctrine of constructive re- 
ceipt to such property and taxed the owner as though 
it had been actually received.** Such is the case 
in a revocable trust, where the settlor is taxed on 
the income over which he has control even though 
in fact it goes to another person.®> In another in- 
stance, where the taxpayer had credited to him a 
certain sum on the books of a company of which he 
was president and one of two principal stockholders, 
he was assessed the amount due him as income for 
the year, although not all the money was actually 
drawn.*® By the terms of the statute only share- 
holders under the dominion of the Federal Govern- 
ment and with the power of declaring and receiving 
a distribution are taxable. 





51C. H. Wood, Corporations Which Are Subject to a Punitive Tax 
Rate, NationaL Income Tax Macazine, Feb. 1925, p. 55: It was con- 
sidered doubtful, however, whether a tax might constitutionally be 
laid on an individual for income which he had not received * as 
(Quotation refers to Acts of 1913, 1916, and 1918. 

52 United Business Corp. v. Comr., 19 BTA 809 (1930). 

5334 Harv. L. R. 573, 583 and cited cases. 

4 In — see Magill, “The Taxation of Unrealized Income,” 
39 H. L. R. 82 (1925). 

55 Corliss v. Bowers, 30 F. (2d) 135 (1929). 

5 Appeal of Brander, 3 BTA 231 (1925). 
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It may be objected that, granting that citizens are 
wholly within the statute, the Government has no 
right to tax resident aliens upon income derived from 
foreign sources and which has never passed within 
the boundaries of this country. To quote from the 
Treasury Regulations: “Every resident alien indi- 
vidual is liable to the tax, (income) even though 
his income is wholly from sources outside the United 
States.” ** The statute attempts to treat all persons 
under the jurisdiction alike. A cause for dispute 
might be found if it attempted to do otherwise. The 
doctrine of constructive receipt should apply to all. 


3. It gives the Commissioner of Internal Revenue 
too wide a discretion, which may lead to abuse. It may 
be claimed, (a) that the department has too much 
of a choice in selecting the corporations within the 
statute, with (b) the possible result that accumula- 
tions for legitimate business purposes will not be 
made through fear of the statute. The first claim 
is easily set aside: the Treasury has, and must have, 
such discretion in collecting all taxes. The second 
deserves more consideration. Let us assume that 
a corporation wishes to accumulate a surplus to es- 
tablish reserves for the stabilization of its dividend 
policy, to provide for the amortization of some long- 
term bonds, and to enable the business to expand. 
Under the terms of subsection (c) none of these uses 
of an accumulation per se excuses the imposition of 
the tax. Further, let us assume that the Depart- 
ment determines to exact the last possible penny 
of revenue from the statute, and that the corpora- 
tion will be unable to prove that “exceptional hard- 
ship” would result if the statute is applied. Will 
the application of the statute, or the fear of its 
application, injure the welfare of this particular cor- 
poration and of business in general? It is hardly 
probable. Even if the incomes of its shareholders 
were subject to the higher brackets of the surtaxes, 
the corporation under the present Revenue Act would 
probably be forced to surrender to the Government 
no more than one-third or one-fourth of that sum 
which it desires to accumulate for purposes not af- 
firmatively permitted by the statute. Every busi- 
ness finds it absolutely imperative to have some 
surplus, its amount depending upon the nature of 
its affairs, on hand to meet the expected “unex- 
pected demands” of commerce. Such funds are ob- 
viously unavailable for distribution; to tax them 
would impose an “exceptional hardship” upon the 
company. It is only the difference then between 
the total of such necessary surplus and the dividends 
distributed and the entire income of the corporation 
for the year which will be subject to the tax. Inas- 
much as the tax will probably have to be paid at 
some time and the theorems of economic practice 
call for the payment of taxes as and when the income 
accrues, it is difficult to see why any real hardship 
will follow upon the exaction of the tax. 

Practically there is little reason to believe that 
the Treasury will so radically change its present 
policies ** as to give organizations, which accumu- 
late reasonable surpluses, cause for apprehension. 

57 Art. 3 of Reg. 62, promulgated under 1921 Revenue Act. 


58 As suggested by Baar, “Evasion of Surtax—The First Precedent,” 
Tue Tax MAGAZINE, September, 1930, pp. 325-328. 
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Banks, perhaps, will object to the wording of the 
statute on the ground that they need huge surpluses, 
if they can accumulate them, to protect both their 
depositors and their shareholders. Such criticism 
bears its own answer: the necessity of the surplus 
invokes the saving clause of subsection (c). Other 
organizations to which surpluses are vital are sim- 
ilarly protected. It may then be asked, why not 
limit the scope of the statute? To answer briefly, 
because it is necessary to provide for those accumu- 
lations which, reasonable according to every business 
tenet, yet are used to evade the surtaxes. 


4. It punishes the innocent with the guilty in some- 
what the same manner as the statute now in force. 
We have already seen how shareholders who buy 
into the corporation after a surplus has been un- 
lawfully accumulated but before the tax is imposed 
may be injured by the levy under the statute.*® The 
proposed law contains the same defect, but its 
weight has decreased proportionately with the rate 
of the tax. It is a sign of weakness to call upon 
the maxim, caveat emptor, for support, but it is nec- 
essary to do so. Some consolation may be had in 
the thought that such cases of hardship will be rarely 
found; there is little chance that such a blemish in 
the statute is enough to cause its being unconstitu- 
tional.® 


Another variation of the above objection may be 
raised by shareholders of corporations within sub- 
section (a) (1). If the company pays over to the 
government sums equal to the taxes, which should 
have been paid by some of the shareholders on 
the dividends they did not receive, then such share- 
holders who would not have had any taxes to pay, 
or who would have had to pay smaller taxes, would 
be deprived of the right to share in the earning power 
of that money taken away under the statute. To 
illustrate: M Corporation is found to have an ex- 
cessive accumulation and is taxed by the government 
under the provisions of the statute. Shareholders 
X, Y, Z have large incomes and their portions of 
the undistributed accumulation are taxed at the rate 
of 25 per cent; shareholders A, B, C own the same 
number of shares but have smaller incomes, and 
their portions are taxed at the rate of 5 per cent; 
the entire sum comes out of the company’s funds. 
A, B, C claim that they have been wrongfully de- 
prived of the earning power of the 20 per cent dif- 
ference. Superficially, that is exact, even though 
the company may charge off on future dividends 
such sums as it has had to pay for each shareholder, 
so that A, B, C will then be receiving more than 
their more affluent co-stockholders. But sharehold- 
ers have a remedy for such discrimination; by vot- 
ing power or court action® they may force a 
distribution of surplus and thus forestall the in- 
equities of the statute. Actually, however, we might 
say with Justice Brandeis: “To all such objections 
it may be answered that minor inequalities and hard- 
ships are incidents of every system of taxation and 


(Continued on page 468) 


59 See p. 459. 
( — v. State Tax Commission, 278 U. S. 484, 49 Sup. Ct. 192 
1 > 
1 Dohr, “Section 220—Should Corporations Worry?” Nationat In- 
come Tax Macazing, p. 169, May, 1928. 


eS ATM SA Khe eet OD 0 


cm mpianphnhekh eat 





HE violent changes in the political map have caused 

the prospects for tax revision during the short session 
of the Congress to brighten considerably, giving en- 
couragement to the friends of the manufacturers sales tax 
and renewed hope to those objecting to the many “nuisance” 
taxes included in the 1932 Act. The mounting Federal de- 
ficit which, it is estimated, will amount to at least one 
billion dollars and probably more by the end of the fiscal 
year, is a powerful bludgeon to beat into line recalcitrant 
foes of heavier taxation who shy at drastic curtailment of 
government operations. It is understood that the Treasury 
will have definite recommendations for the taxation pro- 
gram in its annual report, which is expected to appear 
coincident with the opening of the Congress on the 5th of 
December. 

Whether or not Secretary of the Treasury Mills will take 
his latest stand in favor of the sales tax, or go back to his 
stand of December, 1931, of opposition to the tax, is not 
known at this writing, but it is believed that his views will 
be colored by conferences with Democratic leaders. In 
the House, Speaker Garner, Henry T. Rainey of Illinois, 
the probable Speaker of the Seventy-Third session, Mr. 
Ragon of Arkansas, Mr. Collier of Mississippi, the present 
Chairman of the Ways and Means Committee, are Demo- 
cratic leaders favoring the sales tax. Opposing the tax 
are Congressmen Robert Doughton from North Carolina, 
Byrnes of Tennessee, McDuffie of Alabama, and Collins 
and Rankin of Mississippi. The vote in the Democratic 
House against the sales tax on March 24, 1932, was 223 
against the tax to 153 in favor of it. At least 36 members 
will, therefore, have to switch their vote if the measure 
is to pass. 

One of the strongest proponents of the tax, the much 
respected Charles P. Crisp of Georgia, who piloted the tax 
bill through the House, is now a member of the Tariff 
Commission and will be missing from the ranks of its 
proponents. 


Beer Tax Delayed 


HE likelihood of “beer before Christmas” is fading each 

day. There has been a considerable reversal of feeling 
with respect to the beer among Congressmen in the last 
few weeks, and the attitude of most of them seems to be 
to do nothing hastily. The wets feel that they will lose 
a technical advantage if they are defeated in the short 
session of Congress instead of waiting until they muster 
their full strength in the special session, which is likely 
to be called after March 4th. Doubts are being expressed 
as to the possibility of raising a large amount of revenue 
by the amendment of the Volstead Act. It is probable, 
however, that the “damp” foes of the sales tax and the 
enemies of the nuisance taxes will coalesce to support beer 
as the least of tax evils. 


Heavy Budget Cuts Probable 


b he results of the extraordinary meeting of the Cabinet, 
called by President Hoover on November 19, were not dis- 
closed in detail, but it appears that an economy program 
was agreed upon, the details of which will be presented to 
Congress in the President’s budget message, involving a 
reduction of around $700,000,000 in government expendi- 
tures. It is understood that about $500,000,000 of this 
amount would be expected from executive economies alone, 
and that attainment of the remainder would depend upon 
Congressional sanction, such as the elimination of certain 
bureaus and commissions. 


Many Tax Cases Before Supreme Court 


bt nae Supreme Court of the United States has before 
it a large number of tax cases for early decision. 
Among the most important, with summaries of the issues 
involved, are: 


No. 466, Porter, etc. v. Commissioner of Internal Revenue, 
certiorari to the Circuit Court of Appeals to the Second 
Circuit (60 F. (2d) Sec. 673).—May the Federal Govern- 
ment levy an estate tax upon property transferred in trust 
if the trust is subject to the power of the decedent to 
modify the trust in any way except in his own favor or in 
favor of his estate? The law on this subject is confused, 
with the Circuit Court of Appeals for the First Circuit 
holding for the taxpayer in Brady v. Ham, 45 Fed. (2d) 
454, and the Court of Appeals D. C. holding likewise for 
the taxpayer in 53 Fed. (2d) 915. 


No. 31, Gwinn v. Commissioner of Internal Revenue, Cer- 
tiorari to the United States C. C. A., 9th Circuit, 54 Fed. 
(2d) 728.—Whether the Commissioner was justified in in- 
cluding in the gross taxable estate one-half of the value 
of certain property located in the State of California, 
which was held by decedent and her son, the petitioner, 
as joint tenants with the right of survivorship under a 
joint tenancy created in January, 1915. 


No. 432, John Shirley Ward, et al. v. Burnet, certiorari to 
United States C. C. A., 9th Circuit, 58 Fed. (2d) 757.— 
Whether an assignor by an assignment of bare rentals 
without assigning the lease that produces the rentals can 
relieve himself of the income taxes thereon. 


No. 180, Burnet v. Clark, certiorari to Appeals D. C. (April 
11, 1932).—May a taxpayer, engaged in the dredging busi- 
ness, deduct from his income losses sustained by him 
through payment of certain notes of a dredging company 
which he had endorsed, and losses sustained from the sale 
of certain stock in that corporation, on the ground that 
they are net losses resulting from the operation of any 
trust or business regularly carried on by the taxpayer? 
See in this connection No. 52, Dalton et al v. Frank C. 
Bowers, in which the Circuit Court of Appeals for the Sec- 
ond Circuit (56 F. (2d) 16) held that the taxpayer who 
suffered losses from the failure of a business he had organ- 
ized to exploit his patents could not be deducted if the 
petitioner was not engaged in the type of business in 
which “a net loss might be sustained.” 


No. 26, David Burnet v. Henry Harmel, certiorari to C. 
C. A. 5th Circuit.—Whether cash bonuses paid as advance 
royalties on oil and cash taxes on land from the State of 
Texas constitute income from the sale of capital assets 
within the meaning of Section 208 of the Revenue Act of 
1924. (On the same point are No. 27, The Stewart Dry 
Goods Company v. John B. Lewis et al.; No. 28, Frank Levy 
et al. v. John Lewis, et al.; No. 29, J. C. Penny v. John Lewis; 
No. 30, Kroger Grocery Company v. John Lewis; all cases 
being appealed from the Western Kentucky District Court 
and decided on December 9 and December 10, 1931.) 

No. 58, David Burnet v. R. E. Huff, et al., certiorari to 
United States C. C. A. 5th Circuit (56 Fed. (2d) 788).—- 
Whether respondent sustained a deductible loss in 1920 
when certain funds were embezzled, it appearing that the 
amount of loss was not definitely ascertained in that year, 
and that respondents did not make restitution until the 
following year. 


No. 80, Murphy Oil Company v. David Burnet, certiorari 
to United States C. C. A., 9th Circuit, 55 Fed. (2d) 1717.— 
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Whether a cash bonus received as part consideration for 
a lease on mineral property may be treated as in part a 
return of capital for the purpose of computing petitioner’s 
depletion deductions in calculating petitioner’s income and 
excess property taxes for the year 1919 and 1920. 


No. 95, Burnet v. Commonwealth Improvement Company, 
certiorari to United States C. C. A., 3d Circuit, decided 
March 17, 1932—Whether the corporation and an estate 
owning all the stock of the corporation were in substance 
identical so that a transaction between them could not re- 
sult in gain or loss in Section 202 of the 1816 Act. 


No. 104, Bankers Pocahontas Coal Company v. Burnet; No. 
105, Strother v. Burnet—Whether the purchase money pro- 
ceeds of sales of coal effected in 1902 and payable by the 
grantees in successive years in determinable amounts with 
interest as installments of the purchase money, were taxa- 
ble income in the years in controversy in the hands of the 
petitioner company, who, before or after March 1, 1913, 
already owned the unconditional claim then existing to 
recover and receive the unpaid part of said purchase money 
in the several years, and did thereafter collect the same; 
and whether the disposition of said purchase money pro- 
ceeds to the stockholders, Strother, constituted taxable 
income to him in the said years. 


No. 141, United States v. Factors & Finance Co., certiorari 
to Court of Claims, decided March 7, 1932.—Respondent 
filed a general claim within the statutory period for filing 
claims but did not state any particular ground for its 
allowance or any facts in support thereof. After this 
statute had run, respondent filed an amendment to the 
original claim, specifying grounds. The question is 
whether there is sufficient compliance with the statute in 
order to maintain a suit for the recovery of the tax. 


No. 234, United States v. Henry Prentiss & Co., certiorari 
to United States C. C. A., 2d Circuit, (57 F. (2d) 676).— 
Whether an additional brief of “application for refund” 
setting forth the grounds for the claim for refund, which 
was filed after the statutory period, and after notification 
by the Commissioner that the earlier claim filed within the 
statutory period would be rejected, and while the Com- 
missioner was reconsidering the first claim, complied with 
the statutory requirements of claims for refund. 


No. 176, The Nashville, Chatanooga & St. Louis Ry. v. 
Wallace —Whether a privilege tax enacted by ‘the State of 
Tennessee on corporations engaged in selling, storing, and 
distributing gasoline, is unconstitutional as applied to a 
common carrier which used the gasoline kept on its 
premises in its normal railroad operation. Appellant claims 
that the statute is unconstitutional as applied to it because 
it unreasonably binds the Interstate Commerce Commission 
and constitutes arbitrary and discriminatory taxation of an 
interstate commerce agency. 


No. 182, Pinellas Ice & Cold Storage Co. v. Commissioner, 
certiorari to United States C. C. A., 5th Circuit, (57 F. (2d) 
188).—Whether a newly formed corporation acquiring 99 
per cent of the assets of petitioner and subsequently all 
the assets of another corporation in accordance with a 
definite and mutually agreed-upon plan constitutes a re- 
organization within the meaning of Section 203 of the 
Revenue Act of 1926. 


No. 192, Burnet v. Aluminum Goods Manufacturing Co., 
certiorari to the United States C. C. A., 7th Circuit, (56 F. 
(2d) 568).—Whether the respondent may deduct in a con- 
solidated excess profits tax returned for 1917 losses sus- 
tained by it in that year but charged off its investment in 
the stock of its subsidiary and debts owed it by the sub- 
sidiary. The subsidiary was in liquidation in 1917 and had 
disposed of all its assets and liabilities by the end of that 
year, but was not formally dissolved until February, 1918. 


No. 202, Third National Bank and Trust Co. v. White, 
certiorari to United States C. C. A., Ist Circuit, (58 F. (2d) 
1085).—Whether estates by the entirety, created prior to the 
Act of September 8, 1917, are taxable under the Revenue 
Act of 1924, Section 302 (e) and (h). 

No. 215, E. G. Palmer v. Bender, certiorari to United 
States C. C. A., 5th Circuit, (57 F. (2d) 32).—Whether cer- 
tain leases of oil lands made by the partnership of which 
petitioner was a member within thirty days after discovery 
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for $3,000,000 cash, and $1,000,000 to be paid in oil, is to be 
considered a “sale,” and not a “sublease.” The partnership 
took a deduction against the bonuses or advance royalties 
in accordance with the provisions of Article 213 (a) Regu- 
lations 45 of the 1920 edition of the Treasury Regulations. 
The Commissioner disallowed the deduction. 


No. 217, The Guaranty Trust Co. of New York v. Blodgett. 
Appeal from Connecticut Superior Court, Fairfield County 
(114 Conn. 207).—Whether the Connecticut Succession 
Tax Statute is invalid as violating the due process clause 
of the Federal Constitution in respect to its provision that 
“all property and any interest therein owned by a resident 
of this state at the time of his decease” which passes by 
will, inheritance, gift by deed, grant or other conveyance, 
shall be subject to the tax. The decedent executed an 
irrevocable deed of trust to appellant of certain securities, 
income from which should be paid to her by the trustees 
during her life, and to her husband during his life. Appel- 
lant argues that decedent at the time of death had no in- 
terest in the property. 


Taxability of Stock Rights 


eS of corporation stockholders who, as has 
been required by the Bureau of Internal Revenue since 
the Federal income tax was inaugurated, have reported the 
value, as of the date of receipt, of rights to subscribe to 
bonds as taxable dividends, have overstated taxable in- 
come, according to the decision of the Board of Tax 
Appeals in the case of T. J. Hare Powell, Docket No. 64464, 
promulgated on November 14, 1932. [Opinion by Board 
Member Arundell without review by the full Board.] 


The issue in this case was the taxability of “rights” 
issued in 1929 by the American Telephone & Telegraph Co. 
and the Missouri Pacific Railroad Co. to subscribe for 
bonds of the issuing corporations, convertible into shares 
of new issues of stock at stated prices. It was held that 
the question of the taxability of these rights was answered 
by Miles v. Safe Deposit & Trust Co. of Baltimore, 259 U. S. 
247, and that, therefore, the market value of the subscrip- 
tion rights does not constitute taxable income. 


The opinion implies that the same rule would be ap- 
plicable even though the rights applied to bonds which 
were not convertible into stock. The opinion says: 


Whether the subscription rights related to the purchase of one or 
the other of the securities, or both as part of one transaction, is not 
decisive of the question. None of the stockholders or purchasers from 
them were under any compulsion to exercise the “rights” or having 
acquired bonds under them, to exchange the bonds for stock. The pur- 
chase of bonds and their exchange for stock was optional with the 
holders of the “rights.” The “rights” were dealt in freely on the 
market before the dates of their expiration, and at all times prior thereto 
had a value. The uncontradicted testimony is that the option given 
in the subscription rights to convert the bonds into stock at less than 
prevailing market quotations, was what made the authorizations valu- 
able. The decision must turn upon whether with the establishment 
of a market value for the subscription rights, the petitioner received 
taxable income. We think this question is answered by Miles v. Safe 
Deposit & Trust Co. of Baltimore, 259 U. S. 247. 

The decision places rights to subscribe to bonds in the 
same category for tax purposes as rights to subscribe to 
stock of an issuing company. The rule prescribed by the 
Bureau for rights involving the purchase of stock of a 
company which issued rights is that no taxable income 
accrues or deductible loss is sustained until rights or stock 
involved in the issue of rights are sold. In the tase of 
stock-rights issued on and after January 1, 1925, the basis 
of the rights and the old stock is determined by apportion- 
ing the cost or other applicable basis of the old stock 
between the stock and the rights in proportion to their 
respective values at the date rights were issued to stock- 
holders of record. 


It is practically certain that the Commissioner will not 
acquiesce in this decision. If the decision is upheld by 
the Courts it seems probable that the rule will also be 
applicable in the case of rights issued by a corporation to 
purchase the stock of another corporation at a stated price. 


Many thousands of taxpayers will be affected by the 
outcome of the issue, as rights to purchase bonds at favor- 
able prices were issued during the boom years by many of 
the leading corporations of the country. 

The decision of the Board warrants the filing of claims 
for refund in all cases where tax has been paid on stock 
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rights on presumption that the value of the rights were 
taxable as dividends when received. The statute of limita- 
tions stands in the way of many of these claims. In the 
case of voluntary overstatements on 1929 returns which 
were due to be filed on or before March 15, 1930, the period 
for filing claim has already expired if payment for the 
entire tax accompanied the return, timely filed without 
extension, for refund claims must be filed within two years 
after payment of the tax. If the 1929 tax was paid in 
quarterly installments, the taxpayer has until December 
15 of this year to file a claim. In such case, amount that may 
be recovered is limited to the amount of the last installment. 


Interest on Federal Government Judgments 


A RECENT decision rendered by the Supreme Court of 
the District of Columbia, sitting as a district court, 
is of indirect interest to taxpayers in that, though it applies 
to a condemnation suit (No. 2120), it is an interpretation 
of Section 319 of the “Economy Act” of 1932 (Public No. 
212, 72nd Congress, H. R. 11267), reducing the rate of 
interest to be allowed or paid upon “any judgment of 
whatsoever character against the United States and/or 
_ upon any overpayment in respect of any internal revenue 
tax” to 4 per cent. 

The opinion, by Judge Dickinson Letts, states that it is 
unlikely that Congress intended Section 319 of the 
“Economy Act” to apply to condemnation proceedings. 
But even if Congress did so intend, the opinion holds that 
in condemnation proceedings the legislative authorities are 
limited to authorizing the taking, and that Congress may 
not assume the right to determine the measure of com- 
pensation, which is declared to be a judicial and not a legis- 
lative question. “To allow Congress to say that 4 per 
cent per annum on the award in excess of the deposit 
[reference is to a deposit in the Registry of the Court] 
is just compensation for the taking in advance of payment 
is to permit confiscation of petitioner’s property by the 
Government, unless it is in fact just compensation as re- 
quired by the Constitution,” the opinion says. 

While this decision provides no more than an analogy 
to taxpayers who have tax judgments against the Govern- 
ment and who have been paid only 4 per cent interest, it 
indicates that the Comptroller-General’s interpretation of 
Section 319 will be subjected to careful scrutiny by the 
courts. 


Farm Income at Low Level 


got thei of revenue for maintaining government ac- 
tivities will continue to be harassing until general 
economic conditions are substantially improved, and that 
improvement is probably contingent upon a restoration of 
solvency to the agricultural industry. Hence, from the 
standpoint of taxation, the report by the Department of 
Agriculture that total gross farm income in the United 
States this year will amount to only $5,240,000,000 is note- 
worthy. The decrease from last year is $1,715,000,000, and 
compared with the best post-war year for the industry, 
1925, the shrinkage is $7,794,000,000. 

In consequence of the sharp decline in livestock prices, 
the returns from the livestock industry show a decrease 
from last year of $1,133,000,000, the total for this year of 
$2,958,000,000 compared with $4,191,000,000 in 1931 and 
$6,647,000,000 in 1925. Income from crop production is 
placed at $2,282,000,000. The value of the crops in 1931 
and 1925 was reported at $2,764,000,000 and $6,387,000,000, 
respectively. 


General Sales Tax in Spotlight 


[* consequence of the dire financial straits with which 

nearly all governmental bodies are confronted, the 
general commodity sales tax as a new source of revenue 
continues to be widely discussed. 

The Mississippi general sales tax in that connection has 
obtained an exceptional amount of publicity, most of it in 
laudatory terms, but dissenting voices are gradually becom- 
ing more audible. Aside from the equity of such a tax, 
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there seem to be reasons for dissatisfaction, according to a 
letter from an official of the Vicksburg Chamber of Com- 
merce, published in Business Week (Oct. 19, 1932, p. 21), 
which is quoted verbatim: 


The operation of Mississippi’s so-called sales tax does not, as your ar- 
ticle of the Aug. 31 issue states, “find Mississippi pleased’’—if ‘‘Missis- 
sippi” is used to mean the citizens who comprise this state. It is a fact 
that the tax is resulting in a much greater revenue than was estimated 
by the proponents. This condition is, however, exactly what those op- 
posing the tax forecast and was one of the many arguments presented 
in opposition to the placing of this additional load on our burdened 
taxpayers. 

It is not a fact that the sales tax was adopted in preference to an in- 
creased and diverted gasoline tax, for the reason that the gasoline tax 
was increased and for the further reason that other means than increases 
in gasoline tax were advocated. It is a fact that the sales tax was 
adopted in preference to making further desirable and practicable cuts 
in governmental costs. 

It is not a fact that “since the sales tax has been in force, the anxiety 
of the merchants has subsided,” for the reason that the consumers who, 
in most instances, are forced to pay the tax, are not failing to express 
their dissatisfaction almost daily; and for the further reason that the 
merchants are losing business to “‘out-of-state’’ concerns. 

No well informed person can state as a fact that ‘‘no increase in out- 
of-state buying has been noted.” Since the passage of the sales tax 
there has been a noticeable influx of salesmen selling from samples, tak- 
ing orders that are shipped direct from out-of-state concerns. And mer- 
chants in border cities are losing out-of-state customers. 

During the several months that the legislature was considering this 
tax measure, it was referred to by those who favored it as a tax on 
business which the merchant would and should pay. However, due 
probably to eleventh-hour realization that the absorption of the tax by 
the merchants would actually mean additional losses to them or at best 
lessen their profits by 2 per cent, these same people began immediately 
upon passage of this law to state that the tax was never intended to 
be ‘fa tax on business” but was intended to be a “consumers’ tax.” 

Incidentally, a very strong intimation was made that if the so-called 
sales tax became operative the ad valorem tax on land would be re- 
moved or, at least, lessened. 

Do you think for a moment that the farmer is “pleased”? when he now 
knows that practically every purchase he makes is costing him 2 per 
cent more and at the same time no relief has been given from other 
taxes? 

I am convinced that the real facts regarding this measure should be 
made known, especially in view of the fact that a few of the counties 
of this state are now advocating the enactment of a 5 per cent sales tax 
with the increased 3 per cent going to them for the purpose of retiring 
outstanding bonds. In other words, instead of reducing expenses and 
living within their means, their idea is to raise more revenue so that 
expenditures may continue on the same old basis. 

Yours very truly, 
W. MINER, 
Secretary-Manager. 


THE FEDERAL FISCAL OUTLOOK 


eo\WWVE FACE, of course, a bad winter, a desperately 
bad winter. There will be a great deal of suf- 
fering. Relief measures may be inadequate. Pressure 
on the government for greater relief measures will 
probably lead to some concessions. We may have 
temporary scares connected with the government’s 
deficit, though I think we shall realize, when they 


come, that a great, rich country like ours, very lightly 
taxed as compared with all countries of Europe, can 
afford a deficit for a time, provided it is making efforts 
to increase revenues and to reduce expenditures, and 
showing an intelligent understanding and a definite 
determination to deal with it in a responsible manner.” 
—Benjamin M. Andersons, Jr., “The Business and 
Financial Situation—Retrospect and Outlook,” The 
Chase Economic Bulletin, Vol. VII, No. 4 (Nov. 17, 1932). 





Court Decisions 


Affiliated Corporations.—Three coal companies are held 
not affiliated in 1923, where five brothers each owned 20 
per cent of the stock of two of the companies and four of 
the brothers owned 95 per cent of the third company, and 
an outsider owned 5 per cent of the stock of the third com- 
pany. “Substantially all” of the stock of the three com- 
panies was not “owned or controlled by the same interests,” 
on the authority of Handy & Harman v. Burnet, 284 U. S. 
136.—U. S. Circuit Court of Appeals, Seventh Circuit, in 
Black Diamond Coal Company and Cora Coal Company v. 
Commissioner of Internal Revenue. No. 4811. Oct. term, 1932. 
Decision of Board of Tax Appeals, 25 BTA 142, affirmed. 


Capital Expenditures.—Commission paid to a broker in 
1928 for securing a 99-year lease of real estate is to be 
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treated as a capital expenditure and spread over the period 
of the lease, such a commission not being an ordinary and 
necessary expense deductible in its entirety in the year in 
which paid.—Court of Claims of the United States in E. 
Belle Atwell v. The United States. No. M-331. 


Collection of Taxes.—Suit to enjoin the collection of in- 
come taxes will not lie even if prior to assessment of the 
taxes the evidence on which the taxes were assessed was 
obtained from the plaintiff's home by Federal narcotic offi- 
cers armed with a search warrant who took possession of 
his bank books and statements and disclosed them to the 
defendant collector who thereupon examined the records 
of the banks and ascertained the plaintiff's deposits. There 
are here no “exceptional and extraordinary circumstances” 
within the meaning of the rule in Hill v. Wallace, 259 U. S. 
62, which announced an exception to the provisions of Sec- 
tion 3224 R. S. providing that no suit will lie to restrain 
collection or assessment of any tax.—U. S. District Court, 
Dist. of Montana, in H. H. Nan v. Charles A. Rasmusson, 
Collector. No. 1418. 


Corporation Distributions—Withdrawals by the officers 
of a close corporation in the years 1919, 1920, and 1921, not 
for the benefit of the corporation but for the personal ad- 
vantage of the officers who were also the principal stock- 
holders, are held to be dividends in distribution of the assets 
of the corporation which served to reduce invested capital 
for those years. The contention of the corporation that 
such withdrawals constituted accounts receivable from its 
officers is not sustained, the evidence showing that the 
withdrawals were never intended to be repaid, and were 
repaid only after this controversy arose.—Court of Claims 
of the United States in Anketell Lumber and Coal Company, 
a Corporation, v. The United States. No. J-554. 


Depreciation.—Evidence before the Board of Tax Ap- 
peals being held to have established that stove patterns 
acquired before March 1, 1913, were still being “used in 
the business” in 1924 and 1925, the Board and the Com- 
missioner erred in denying deductions for depreciation for 
those years at the rate of 10 per cent, as had been claimed 
and allowed for all years since 1919, on the entire cost or 
value. The Board had sustained the Commissioner in al- 
lowing the 10 per cent only on additions made within ten 
years prior to the taxable year.—U. S. Circuit Court of 
Appeals, Second Circuit, in Jewett and Company v. Com- 
missioner of Internal Revenue. Decision of Board of Tax 
Appeals, 22 BTA 1309, reversed. 


Patents, Exhaustion of—Deductions for exhaustion of 
two patents are denied the individual owning them because 
they are held not to have been used in his “trade or busi- 
ness” within the meaning of Section 214(a)(8) of the 1924 
and 1926 Acts. The fact that he felt compelled to forego 
the prosecution of infringement actions because such suits 
might have antagonized the customers of his employer and 
been detrimental to his employer’s business is held not to 
give rise to use——U. S. Circuit Court of Appeals, Sixth 
Circuit, in Tracy V. Buckwalter v. Commissioner of Internal 
Revenue. No. 5988. Board of Tax Appeals decision, 20 
BTA 1005 affirmed on this issue. 


Basis for exhaustion of a patent acquired in 1918 by a 
new corporation pursuant to a reorganization under which 
all of the assets of the old corporation were transferred to 
the new corporation, the latter’s shares were exchanged for 
the former’s, share for share, and the old corporation was 
dissolved, there being no change in capital structure, offi- 
cers, or stockholders, is the basis of the old corporation, 
which in this case is the fair market value on March 1, 1913, 
the patent having been acquired by the old corporation 
prior to that date. “Where reorganization involves no 
change in capital structure the new corporation is con- 
sidered substantially a continuation of the old. Weiss v. 
Stearn, 246 U. S. 242.” The Board of Tax Appeals having 
made no determination of the March 1, 1913, fair market 
value, the cause is remanded. 

Fair market value on March 1, 1913, of intangible prop- 
erty (patent) having no fixed and determinable market 
value on that date may be determined by proper evidence 
as to subsequent facts and circumstances demonstrating 
that value—U. S. Circuit Court of Appeals, Sixth Circuit, 
in H. H. Miller Industries Company v. Commissioner of In- 
ternal Revenue. No. 5987. Decision of Board of Tax Ap- 
peals, 17 BTA 248, reversed. 
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The manuscript of the 1933 CUMULATIVE 
SUPPLEMENT to Klein’ss FEDERAL 
INCOME TAXATION will be ready to go 
to the printer as soon as the new Regula- 
tions are released. The date of such release 
has not been announced, but it may be by 
the end of the year. The 1933 CUMULA- 
TIVE SUPPLEMENT will be ready for 
delivery very shortly after such release date. 
This should be welcome news to practition- 
ers and taxpayers who have increasingly 
learned that it is safe to depend on “Klein.” 


The 1933 CUMULATIVE SUPPLEMENT 
will supersede previous supplements and 
will include, with adequate and helpful dis- 
cussion and comment, the decisions and 
rulings issued since the publication of FED- 
ERAL INCOME TAXATION, the basic 
text. This 1933 CUMULATIVE SUP- 
PLEMENT will, of course, interpret, explain 
and illustrate the application of the Revenue 
Act of 1932 and the Regulations and rulings 
issued thereunder. 

As in the case of previous supplements, the 
1933 CUMULATIVE SUPPLEMENT will 
be a limited edition. Users of Klein’s FED- 
ERAL INCOME TAXATION are urged 
to make early reservation of the 1933 volume. 
NOTE—Those who have already made res- 
ervation at the former-quoted price of $7 
will, of course, get their copy at the new 
price of $6. 


FEDERAL nies ~~ TAXATION (1929) 
10.00 


To Make Sure of Your Copy, Mail Your 
Reservation Now 


1933 CUMULATIVE SUPPLEMENT—Klein 


JOHN WILEY & SONS, Inc., 
440 Fourth Avenue, New York 





e€ price will be $6.00 per copy. 
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Purchase of Its Own Bonds by a Corporation at a Dis- 

count.—No taxable gain was realized in 1926 and 1927 by 
a corporation from the purchase of its own bonds at less 
than their face value, where the bond issue represented a bond 
dividend and was made for the purpose of reflecting on the 
corporation’s books ascertained: appreciation in the value 
of its assets. This case, in which the taxpayer “never re- 
ceived any increment to its assets, either at the time the 
bonds were delivered or at the time they were retired” is 
to be distinguished from Kirby Lumber Co. v. U. S., 
U. S. 1, where the taxpayer’s assets were increased by rea- 
son of the repurchase of its bonds for less than the price 
received upon their issuance.—U. S. Circuit Court of Ap- 
peals, Second Circuit, in Commissioner of Internal Revenue 
v. The Rail Joint Company. Decision of Board of Tax Ap- 
peals, 22 BTA 1277, affirmed. 


Real Property, Basis for Gain or Loss.—Basis for gain 
or loss on sale in 1926 of real property acquired by a cor- 
poration in 1925 for its capital stock in the amount of 
$250,000, the remaining $10,000 of authorized capital stock 
being unissued, is the same as it would be in the hands of 
the transferor, pursuant to Section 204 (a) (8) of the 1926 
Act. That section (substantially similar to Section 204 (a) 
(8) of the 1924 Act) is not unconstitutional in taxing the 
transferee on the difference between the transferor’s Tacie 
and the selling price realized by the transferee. Excess 
over the basis represented income, pursuant to Eisner v. 
Macomber, 252 U. S. 189. The Fifth Amendment to the 
Constitution (taking without due process) is not involved 
where a tax “impinges prospectively.” The contention that 
the transferor may realize a profit from the sale of his 
stock so that there would be double taxation is held to 
be without merit. “That may be unfair, but it is not un- 
constitutional; again, it was a matter for Kuttroff [the 
transferor] to consider when he put on a corporate dress.” 
—U. S. Circuit Court of Appeals, Second Circuit, in Perthur 
Holding Corporation v. Commissioner of Internal Revenue. 
Decision of Board of Tax Appeals, 23 BTA 1128, affirmed. 


Recovery of Taxes.—Payment under protest is a pre- 
requisite for recovery of taxes imposed by acts prior to 
the 1924 Act, although the action to recover is brought 
after the enactment of the 1924 Act, which did away with 
the requirement as to protest. “That a statute shall not 
be given retroactive effect unless such construction is re- 
quired by explicit language or by necessary implication is 
a rule of general application.” 

Recovery is denied of overpayment of taxes for 1917, 
where the only timely claim filed stated grounds for re- 
covery entirely different from those stated in the plaintiff’s 
petition in the action for recovery.—U. S. Circuit Court 
of Appeals, Fifth Circuit, in George Moore Ice Cream Com- 
pany, Inc. v. J. T. Rose, Collector of Internal Revenue for 
the District of Georgia. No. 6522. The decision of the Dis- 
trict Court was affirmed. 

Recovery of taxes collected after the statutory period 
is denied, under Section 611 of the 1928 Act which must 
be read with Section 607 and as a qualification of Section 
607, pursuant to Graham & Foster v. Goodcell, 282 U. S. 409. 
—U. S. Circuit Court of Appeals; Fifth Circuit, in Hartwell 
Mills v. J. T. Rose, Collector of Internal Revenue for thé 
a of Georgia. No. 6444. Decision of lower court af- 

rmed. 


Stamp Tax.—Stamp tax imposed by Schedule A, Title 
VIII, of the 1924 and 1926 Acts on “bonds of indebtedness” 
issued by any person or corporation did not apply to “guar- 
anteed first mortgage certificates” issued by the plaintiff 
under which there was assigned to the purchaser an un- 
divided interest in a specified bond and mortgage executed 
by some third party in favor of the plaintiff (or in a group 
of several bonds and mortgages), the certificates also pro- 
viding that the plaintiff as assignor guaranteed payment 
of interest and principal. The assignees are held to be 
the equitable owners of the securities given by the third- 
party mortgagees. “It seems to be quite clear that, 
although the guaranty of the plaintiff would have been sub- 
ject to stamp tax under the Revenue Act of 1917, Title 
VIII, Schedule A, paragraph 2, and the Revenue Act of 
1918, Title VI, Schedule A, paragraph 2, guaranties as such 
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have not been subject to stamp tax since the Revenue Act 
of 1921 went into effect.”—U. S. District Court, So. Dist. 
of New York, in Lawyers Mortgage Company v. Charles W. 
Anderson, Collector for the Third District of New York. 
No. L. 48-316. 


Transferees, Taxation of.—Procedure provided by Sec- 
tion 280 of the 1926 Act is cumulative and not exclusive, 
so that a suit in equity is a proper action to collect 1918 


and 1919 taxes from the transferees of a dissolved corpo- 
ration taxpayer. 


Suit in equity to collect 1918 and 1919 taxes from the 
transferees of a dissolved corporation taxpayer is not barred 
by the statute of limitations where it was filed three and 
one-half years after assessment was made against the cor- 
poration. The Supreme Court has held that the six-year 
limitation runs from the date of assessment against the 
corporation. Moreover, Section 280 of the 1926 Act was 
not intended to deprive the court of its “plenary powers 
* * * of equity.”—U. S. Circuit Court of Appeals, Ninth 
Circuit, in John H. Leighton et al. v. United States of America. 
No. 6766. Decision of lower court affirmed. 


Trusts, Taxation of.— Where the grantor of certain 
trusts, recreated in 1928, reserved the right of revocation 
upon giving the trustees twelve months’ and one day’s 
notice, and the notice was not given during the taxable 
year 1927, it is held that the income of the trusts for 1928 
was not taxable to the grantor. Section 166 of the 1928 
Act, providing that the income from a trust shall be taxed 
to the grantor if he “has, at any time during the taxable 
year, * * * the power to revest in himself title’ to the 
corpus, is not applicable. “The principal of the trust, so 
far as 1928 was concerned, had been irrevocably trans- 
ferred and did not belong to the petitioner and she, having 
put it beyond all control, gave the income during that year 
to another recipient.” Full dissenting opinion filed.—U. S. 
Circuit Court of Appeals, Second Circuit, in Elida B. Lang- 
ley v. Commissioner of Internal Revenue. Decision of Board 
of Tax Appeals, 24 BTA 1156, reversed. The Board itself 
overruled its decision in this case in Ashforth et al., Exrs. 


Accumulation of Surplus to Evade Surtaxes 
(Continued from page 462): 


do not render the legislation obnoxious to the Fed- 
eral Constitution.” ® 


5. It is based upon unreasonableness of accumula- 
tion, which is nearly or quite as difficult to determine 
as “purpose” of accumulation. The following ele- 
ments of the statute militate against this criticism: 
(a) Determination of wrongful accumulation is 
purely objective and can be studied in the light of 
business practice and conditions without the neces- 
sity of also probing the mental processes of boards 
of directors. (b) Subsection (c) of the statute en- 
ables investigators to look through accounting meth- 
ods. A definite standard is given them to work with, 
usually that of the paid-in capital plus some surplus 
to care for those unforeseen contingencies which 
await around the corner. Anything above that is 
presumptively within the statute. The department 
may put such excess sums up to the taxpayer and 
await its reply, to see whether it justifies the invo- 
cation of the saving clauses of the section. (c) The 
burden is placed upon the taxpayer of proving that 
the accumulation is so urgent, that to tax it or to 
force its distribution would work “an exceptional 
hardship” upon the corporation. The taxpayer should 
understand its affairs better than any casual searcher ; 


® See note 60. 
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if the accumulation is justified, he should be able 
to prove it. 


6. It places too great a burden upon the Treasury 
Department. The fact that the department will have 
to scrutinize lists of thousands of corporations, with- 
in the presumptions of the statute, every year will 
not enhance the difficulty of its work. Under the 
present section the department must seek out vio- 
lators haphazardly. Under the proposed statute 
they would be brought to the Treasury by the share- 
holders themselves. But what if some large corpo- 
ration, with hundreds or thousands of shareholders, 
is found within the statute? That is hardly possible, 
but in the event of such occurrence it is likely that 
the additional strain put upon the forces of the ad- 
ministration would be well paid for by the increased 
revenues derived. 

* * * * * 


Whether or not the suggestions presented con- 
stitute an effective stop to the present devices of 
avoiding the income taxes would depend in great meas- 
ure upon the vigorousness of their enforcement. If 
we have gauged the attitude of the Treasury cor- 
rectly, it would not favor the proposed legislation. 
But the law and its advisors have confessed defeat 
on this subject. Foreign charters, for example, are 
still regarded as legitimate passports to illegitimate 
evasions. In the lone attempt made under the re- 
cent Act to handle this question, the Commissioner 
is given merely the discretion of recognizing income 
in the exchange of the stock of a domestic corpora- 
tion for a foreign corporation, “unless, prior to such 
exchange or distribution, it has been established to 
the satisfaction of the Commissioner that such ex- 
change or distribution is not in pursuance of a plan 
having as one of its principal purposes the avoid- 
ance of Federal income taxes.” (Sec. 112,k) Such 
legislation does not come to grips with the problem. 

The Committee on Federal Taxation of the Ameri- 
can Bar Association in April of this year reported 
to the Senate Finance Committee that the law could 
not cope with the avoidance of the income taxes as 
practiced by foreign corporations, although “Un- 
questionably a considerable part of the use by the 
wealthy of foreign companies to hold securities has 
been due to the presence of Section 104 in the Act.” 

Such fugitive or defeatist attitudes do not serve 
the purposes of Congress. They open the door to 
a wholesale diminution of the tax returns. To my 
own knowledge at the present time one foreign state 
keeps an emissary in New York City for the sole 
purpose of selling corporation charters to wealthy 
citizens. Today the economic crisis has decreased 
the demand for such companies, but tomorrow may 
see their number doubled, and the Government 
should be prepared for that eventuality. 
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HOW MUCH IS TAX-EXEMPTION 
WORTH TO YOU? 


Accountants, Attorneys, Tax Ad- 
visors, Investment Counsellors 
will all be interested in this com- 
prehensive and accurate chart 
which tells instantly, in terms of 
yield per annum, just how much 
the tax-exemption feature of 
tax-exempt securities is worth to 
investors in all income classes. 
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Federal Tax Injunctions and the Standard 
Nut Cases 
(Continued from page 450) 


Nevertheless, the modification or abandonment of 
the doctrine in this section is properly to be accom- 
plished by congressional action rather than by ju- 
dicial interpretation.**7 With the creation of the Board 
of Tax Appeals in 1924** and the provision in the 
1926 Act that distraint might be enjoined notwith- 
standing Section 3224,”° pending the final decision 
of the Board,*® Congress clearly and definitely aban- 
doned the policy underlying that section in the large 
class of cases coming within the Board’s jurisdiction. 
There is no reason in justice why the same oppor- 
tunity for a hearing before payment of a disputed 
tax should not be available in all revenue cases. To 
this end the jurisdiction of the Board should be en- 
larged. This substitution of the “fight first and pay 
later” policy for the “pay first and fight later” policy 
would not only be more consistent with justice but 
would place the administration of Federal finance 
upon a more economic basis. Section 3224 would 
still have force in those cases where the taxpayer 


Footnote 76 Continued 


The suit may fail for “lack of privity” with the defendant collector. 
Cary v. Curtis, 3 How. 236 (1845), Heffernan v. Alexander, 48 F. (2d) 
855 (D. C., W. D. Okl. 1931), Penn Smokeless Coal Co. v. Lewellyn, 
26 F. (2d) "743, 744 (D. C., W. D. Pa. 1928). There is some doubt as 
to the proper party to sue where money is paid to one collector and 
illegally credited to another year by his successor. Unless the act of 
credit constitutes the collection of taxes for that other year, the suc- 
ceeding collector is not liable. U. S. v. Swift & Co., 282 U. S. 468 
(1931), Smietanka v. Indiana Steel Co., 257 U. S. 1 (1921), Union Trust 
Co. v. Wardell, 258 U. S. 537 (1922); but compare Reeves Brothers Co. 
v. Routzahn, — (2d) — (N. D. Ohio, Jan. 31, 1931), Peerless paw 
Box Co. v. Routzahn, 22 F. (2d) 459 we ae. F D. Ohio, bs D. 1927), 
National Tool Co. v. Routzahn, 28 (2d) 914 (D. N. D. Ohio, 
E. D. 1928); and query whether R. %, sec. 989, oad ‘not create lia- 


bility. 

Where the claim for refund has been allowed, suit may be brought 
against the United States in the ag of Claims. Bonwit Teller & Co. 
a Ae .% U._S. 258 (1931), U. S. v. Kaufman, 96 U.S. 567, 570 
(1877), U. S. v. Savings Bank, 104 U. S. 728, 734 (1881). But it is still 
uncertain whether a collector may not be sued on an allowed claim for 
money had and received. And where the claim has been allowed and 
later the allowance repudiated, the suit is in one sense on an allowed 
claim and in another on a rejected claim. Although in every case the 
real defendant is the United States (R. S., sec. 989), the result may turn 
on such procedural facts as whether the suit was brought in the Court 
of Claims or the district court or against a particular collector or against 
the United States. 

™ As was said by the court in Joseph Garneau Co. v. Bowers, 8 F. 2d) 
378 (S. D. N. Y: 1925), noted in 26 Col. L. Rev. 493, (p. 382): t is 
further urged by complainant that Congress intended to modify section 
3224, supra, by the act of 1924, but an examination of its records does 
not lead to that conclusion, and I am confident that, if Congress had so 
intended, it would not have left the modification of such an important 
and strongly entrenched section as 3224 to mere inference, but would 
have so stated it as to leave no doubt of its intention.’ 

™ Revenue Act of 1924, sec. 900, 43 Stat. 336, 26 U. S. C. A., secs. 
1211-1228. On the jurisdiction of the Board, see: Charles D. Hamel, 
“U. S. Board of Tax Appeals. Practice and Evidence” (1926). Dana 
Latham, “Jurisdiction of the U. S. Board of Tax Appeals Under the 
Revenue Act of 1926,” (1927), 15 Cal. L. Rev. 199, Willis W. Ritter, 
“Jurisdiction of the Board of Tax Appeals Under Act of 1926,” (1926), 
4 Nat. Inc. Tax Mag. 128-130, Roswell Magill, “Finality of. Determi- 
nations of the Commissioner of Internal Revenue,” (1930), 30 Col. 
Rev. 147-167. 

The better view was that this Act did not by implication render sec- 
tion 3224 inapplicable to cases over which the Board had jurisdiction. 
Toseph Garneau Co. v. Bowers, supra, note 77; Emaus Silk Co. v. Mc- 
Caughn, 6 F. (2d) 660 (E. D. Pa. 1925); Oak Worsted Mills v. 
McCaughn, 6 F. 32) 663 (1925). Lafayette Worsted Co. v. Page, 6 F 
(2d) 399 (D. R. I. 1925), contra. 

% Section 274 (a), Revenue Act of 1926, 44 Stat. 55, 26 U. S. C. 
1048, reenacted in section 272 (a), Revenue Act of 1928, 45 Stat. 362, 
26 U. S. C. A. 2272. 

Issuance of an injunction is mandatory upon proof of the pendency of 
an appeal to the Board. The presence or absence of equities is imma- 
terial. Peerless Woolen Mills v. Rose, 28 F. (2d) 661 (C. C. A. 5th, 
1928); Salikoff v. McCaughn, 24 F. (24) 434 (E. D. Pa. 1928), accord 
(injunction denied on another ground). Compare, Oliver P. Fields, 
“The ty! of Illegal and Unconstitutional Taxes,” (1932), 45 Harv. 
L. Rev. 501, 502, & note 7; 45 Harv. L. Rev. 1221, 1222. 

89 Section. 1001, Revenue Act of 1926, 44 Stat. 109, 26 U. S. C. A. 1224, 
as amended by section 1101, Revenue Act of 1932; section 1005, Reve- 
nue Act of 1926, 44 Stat. 110, 26 U. S. C. A., 1228. 
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did not see fit to take advantage of his opportunity 
for a hearing. Having failed to exercise his right 
to litigate the tax before payment, he could not well 
complain against summary collection by distraint. 


New York University Conference on 
Taxation and Kindred Problems 


HE second of a continuing series of conferences 

on the relation of law and business, with special 
emphasis on taxation, readjustment of governmental 
expenditures and problems of public credit, spon- 
sored by the New York University School of Law 
and the New York University School of Commerce, 
will be held at the University Auditorium, New York 
City, from December 5 to 9, inclusive. 

Governor O. Max Gardner of North Carolina; 
Governor William C. Conley of West Virginia; 
Robert R. McCormick, editor of the Chicago Tri- 
bune; Matthew Woll, vice president of the American 
Federation of Labor; Dr. Luther Gulick, director 
of the National Institute of Public Administration; 
Thomas L. Trunk, president of the Real Estate 
Board of New York City; Bruce Bliven, editor of 
the New Republic, and other men of prominence will 
participate in the conference program. 

Leading industrial and commercial organizations 
have cooperated in formulating the program, Among 
these are National Industrial Conference Board, New 
York; National Civic Federation, New York; Citi- 
zens Budget Commission, New York; Security Own- 
ers’ Association, New York; National Council of 
American Importers and Traders, Inc., New York; 
Tax Research Foundation, New York; Pan American 
Federation of Labor, Washington, D. C.; Midwest 
Retail Merchants Council, Missouri. 


The conference will extend over a period of five days, 
with morning, afternoon and evening sessions. For the 
first session, opening at ten a. m. Monday, December 5, 
the topic will be “Charting the Problem.” Among speak- 
ers at the opening session will be Virgil Jordan, editor of 
Business Week, who will talk on the subject, “As a General 
“Observer Sees It,” and Robert R. McCormick, publisher 
of the Chicago Tribune, who will discuss “The Producer’s 
Point of View.” 

The afternoon session of the same day, with the sub- 
topic, “The Proper Scope of Governmental Activity in 
General and in the New Economic Situation in Particular,” 
will be addressed by Matthew Woll, vice president of the 
American Federation of Labor, who will present “The 
Viewpoint of Labor;” George Soule, associate editor, The 
New Republic, whose topic is “The Progressive Viewpoint,” 
and by David C. Coyle, consulting engineer, who will speak 
on “The Viewpoint of an Engineer.” 

The evening session on December 5, presided over by 
George McAneny, chairman and technical consultant of 
the Citizens Budget Commission, will treat the topic, “Re- 
adjustment of Local Expenditures.” Among those who 
will address this session are O. Max Gardner, governor 
of North Carolina, who will speak on “State Control of 
Local Expenditures;” Harold S. Buttenheim, editor of 
The American City, whose subject will be “Are Local Ex- 
penditures Excessive?;” Dr. Luther Gulick, director, Na- 
tional Institute of Public Administration, who will consider 
“Graft and Its Control,” and Professor Harley L. Lutz 
of Princeton University, who will discuss “Economy 
Through Redistribution and Consolidation of Administra- 
tive and Taxing Jurisdictions.” 

The session on the morning of December 6, presided 
over by Thomas L. Trunk, president of the Real Estate 





el bes | 


ao 


MPoOontaeHst>p> wWswWM 























December, 1932 





Board of New York City, will treat the topic, “Readjust- 
ment of Local Taxation,” and will be addressed by Profes- 
sor Herbert D. Simpson of Northwestern University, 
Chicago, on “Is Real Estate Taxed Excessively;” Paul 
Studenski, associate professor of economics, School of Com- 
merce, Accounts, and Finance, New York University, who 
will speak on “New Sources of Municipal Revenues,” and 
Morris Hillquit, a member of the New York bar, who will 
present “A Socialist Viewpoint of Municipal Expenditures 
and Taxation.” 

The afternoon session, December 6, dealing with “Re- 
adjustment of State Expenditures and Taxation,” will include 
a paper by Merwin K. Hart, president of the New York 
State Economic Council, on the subject “Excessive State 
Expenditures”; Russell Ramsey, Director of the Taxpay- 
er’s Research League of Delaware, whose paper will be on 
“Economic Adjustment of State Expenditures,” and Carl 
Shoup, editor of the Bulletin of the National Tax Associa- 
tion, whose topic will be “The Use of Reserve Funds to 
Stabilize Revenues.” 

The evening session will present “Readjustment of Fed- 
eral Expenditures,” and the subjects will be “The Progres- 
sive Viewpoint on Federal Expenditures,” by Bruce Bliven, 
editor, The New Republic; “The Vital Need for National 
Economy,” by Charles K. Mills, executive director of the 
National Economy League; “Expenditures for War Vet- 
erans’ Relief,’ by John Thomas Taylor, vice chairman, 
National Legislative Committee of the American Legion, 
and “Economy Through Consolidation and Readjustment 
of Administrative Departments,” by Herbert D. Brown, 
chief, United States Bureau of Efficiency. 

The session convening on the morning of December 7 
and presided over by Thomas S. Adams, professor of public 
finance, Yale University, will deal with “Readjustment of 
Federal Taxation.” The subject, “The Cost of Government 
Through Commissions,” will be presented by Gilbert H. 
Montague, a member of the New York bar; “Taxation of 
Capital Gains Under the Federal Income Tax,” will be 
handled by Herbert Pope, a leading attorney of the Illinois 
bar, and Professor Ernest M. Patterson, Jr. of the Wharton 
School of Commerce and Finance of the University of 
Pennsylvania will deal with “A Critical Appraisal of the 
Federal Tax Systems.” 

The afternoon session on December 7, presided over by 
Albert D. Meredith, head of the Department of Adminis- 
tration and Supervision of the School of Education, New 
York University, will present “Problems of Educational 
Finance.” Among those who will address this session are 
Dr. Charles R. Mann, director of the American Council 
on Education who will speak on “The Public Demand for 
Lower Educational Costs;” Henry C. Morrison, professor of 
education in the University of Chicago, who will discuss 
“The Equalization of Tax Burdens as Between School Dis- 
tricts,” and Alfred D. Simpson, assistant commissioner, 
Finance Division, New York State Board of Education 
whose subject will be “The Financing of School Construc- 


At the evening session, presided over by Robert L. 
Lund, president of the National Manufacturers Association, 
the topic will be “Special Taxes.” Among others who will 
present papers at this session are Stephen B. Davis, direc- 
tor, Joint Committee, National Utility Association and 
formerly solicitor, United States Department of Com- 
merce, who will speak on “Taxation of Public Utilities.” 
The session on Thursday morning, December 8, will treat 
the topic of “Special Taxes.” Under this topic Governor 
William C. Conley of West Virginia and Professor Alfred 
C. Buehler of the University of Vermont will jointly pre- 
sent “The Pros and Cons of General Sales Taxation;” 
Judge Amos L. Beaty, president of the American Petrol- 
eum Institute will present “Taxation Affecting Highway 
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Uses,” and Robert W. Lyons, executive vice president of 
the National Chain Store Association, will discuss ‘“Taxa- 
tion of Chain Stores.” 


The topic: “Double and Multiple Taxation, Its Inter- 
state and International Aspects,” will be discussed at the 
afternoon meeting. The session will be presided over by 
Henry F. Long, commissioner of Corporations and Taxa- 
tion of Massachusetts and will be addressed by Edwin A. 
R. Seligman, professor emeritus of economics, Columbia 
University, on “Coordination of Federal, State and Local 
Tax Revenues;” “The Legal Phase of the Problem” will 
be presented by A. N. Sack, professor of international law, 
New York University School of Law, while Franklin S. 
Edmonds, president of the National Tax Association will 
talk on “The Administrative Phase of the Problem.” 


At the session on Thursday evening “The Use of 
Public Credit” will be discussed, under the chairmanship of 
Professor Walter E. Spahr, chairman of the Department 
of Economics of the School of Commerce, Accounts, and 
Finance of New York University. “Drafting of Capital 
in Aiding Recovery by Means of a Forced Loan” will be 
presented by Harold G. Aron, a member of the New York 
bar; “Inflation or Deflation—Their Relation to Public 
Finance,” will be discussed by H. Parker Willis, professor 
of banking and finance, Columbia University, and Professor 
Ivan Wright of the University of Illinois will speak on “An 
Economic Analysis of the Justification for the Exemption 
of Governmental Securities from Taxation.” 


The session, on Friday morning, December 9, the final 
day of the conference, will present the topic: “Govern- 
mental Defaults—Causes and Prevention,” and will be pre- 
sided over by John T. Madden, dean of the School of Com- 
merce, Accounts, and Finance of New York University. 
“The Problem of Municipal Defaults” will be discussed by 
Carl H. Chatters, secretary of the Municipal Finance Off- 
cers’ Association, and the “Problem of Defaults in Foreign 
Government Bonds” will be handled by Marcus Nadler, 
professor of finance, School of Commerce, Accounts, and 
Finance, New York University and research director of the 
Institute of International Finance. 


Among speakers at the last afternoon session, which 
will deal with “The Problem of Intergovernmental Debts,” 
will be Peter Molyneaux, editor of The Texas Weekly, who 
will speak on “Intergovernmental Debts.” 


The final session, on the evening of December 9, will 
present “Reconciliation and Execution of Public Finance 
Programs,” and among the speakers will be Mayne S. 
Howard, deputy commissioner of Taxation and Finance 
of the State of New York, whose topic is “Fact-Finding as 
an Essential Basis for a Common Program of Public Fi- 
nance,” and Edward L. Bernays, public relations counselor, 
who will speak on the “Development of Effective Public 
Opinion on Questions of Public Finance.” 





Tax Exemption in Illinois 
(Continued from page 457) 


In the Law of 1905 the word “purely” was omitted 
from the phrase “purely public charity,” probably 
to avoid difficulties in cases where the charity was 
partly private in character. The Act of 1905 also 
exempted the money of fraternal beneficiary societies 
and their subordinate lodges, provided it was used 
exclusively for the purpose of such societies and 
not for pecuniary profit. This provision was de- 
clared unconstitutional the following year, on the 
ground that such organizations are not public chari- 
ties since their contracts of insurance are based upon 


valuable considerations, are legal and enforceable 
at law.*® 


In 1909°* the provision for exemption of church 
property was somewhat liberalized. The “reason- 


56 Supreme Lodge v. Board of Review, 223 Ill. 54, 79 N. E. 23 (1906). 
The exemption provision was dropped from the laws of 1909. See 
Laws 1909, pp. 309-10. 


T Laws 1909, pp. 309-10. 
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able size” limitation of the land upon which a church 
building was situated was eliminated. Property used 
for “school and religious purposes” ** was included 
in the exemption provisions. Its purpose was to bring 
church schools within this section of the exemption 
law, since not all such institutions could qualify for 
exemption under the section exempting schools. 


In 1913 °® all works, machinery and fixtures of 
drainage districts, when used exclusively for the 
relevant purposes, were exempted from taxation. 
The drainage of farm land had been growing more 
important each year, as agriculture expanded, since 
much of the best land of the state was too wet for 
use until it was tiled and drained.® By 1915 over 
750,000,000 feet of tile had been laid, giving an aver- 
age of 25 feet to each acre of cultivated land in IIli- 
nois.** The statute of 1913, exempting the works, 
machinery and fixtures of drainage districts, was 
the result of a court decision of the preceding year.* 
The court held that the property owned by municipal 
districts was not exempt from taxation unless it 
came within the terms of the exemption statute. The 
personal property of drainage districts was not ex- 
empt, since the statute did not specifically mention 
it and such property could not be included among 
“other public grounds used for public purposes.” 


In 1915, orphanages, old peoples’ homes, and free 
public libraries were added to the list of property 
exempt from taxation. All three of these institutions 
were probably already included in the exemptions 
granted to charitable and educational institutions, 
but the new provision removed doubts concerning 
border-line cases. 


The Law of 1919 * dropped the ten-acre limitation 
applying to the site of a public building owned by 
a county, city or town. Provision was also made for 
the exemption of property owned by a city or village 
and located outside its corporate limits, when such 
property was used exclusively for municipal pur- 
poses or for other specified purposes. 


No further tax exemption provisions have appeared 
in Illinois. In the constitutional convention of 1920-22 
the subject of property tax exemption was brought 
up for consideration. The general tone of the dis- 
cussion shows somewhat greater leniency toward 
exemptions than was noted in the convention of 
1870. One delegate believed that any Illinois cor- 
poration, not organized for pecuniary profit, which 
undertakes a burden that otherwise would fall upon 
the public, should have its property exempted from 
taxation.® In this convention one heard the familiar 
arguments for and against the extension of exemp- 
tions to industrial and trade organizations, agricul- 
tural societies, war veterans’ organizations, religious 
and charitable associations, and others.** One dele- 





58 This expression of by considerable litigation. See below, Sec. 2. 
5° Laws 1913, pp. 511 


© Bogart, and aoa The Modern Commonwealth, 1893-1918, in 
The Centennial History of ‘Illinois, Springfield, 1920, p. 66. 


61 ——. a of the Illinois State Board of Agriculture, Aug. 1, 
1915, pp. 10, 4 


e Neutwoed iia and Levee District v. Board of Review of Jersey 
County, 255 Ill. 447, 99 N. E. 590 (1912). 

8 Taws 1915, p. 576. 

* Laws 1919, p. 770. 


®& Proceedings of the Ae daaar 2 Convention of the State of Illinois, 
Convened Jan. 6, 1920, Vol. I, a 


6 See Journal of the palit te of the Whole of the Constitutional 
Convention 1920-1922 of the State of Illinois, pp. 135-37 
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gate went so far as to propose that all exemption 
from taxation be denied to any college or university 
in which “doctrines tending to subvert the constitu- 
tion of the United States or the constitution of the 
State of Illinois” are taught. 


In the proposed new constitution ** which came 
out of this convention the existing exemption pro- 
visions remained substantially intact, and the fol- 
lowing exemptions were added: 

(1) Household furniture used as such to $500 in 

value. 

(2) Parsonages owned and used as such. 

(3). Property used exclusively for incorporated 

societies of war veterans. 
(To be continued) 





Significant Decisions of the Board 
of Tax Appeals 


Basis for Computing Depreciation and Depletion.—Pur- 
chase in 1924 of stock for cash and preferred stock of the 
purchaser, followed by redemption of the preferred stock 
for cash and the liquidation of the companies the stock of 
which was so purchased—all within the year—does not 
constitute a reorganization, but the liquidation is a trans- 
action on which gain or loss is recognized, and the ac- 
quiring corporation may use cost to it of the properties 
acquired in liquidation as the basis for computing depre- 
ciation and depletion for 1925, 1927, and 1928.—Warner Co. 
v. Commissioner, Dec. 7776 [C. C. H.], Docket Nos. 53039, 
53040, 59190. Van Fossan dissents without opinion. 


Federal Estate Tax.—Decedent, who died on June 30, 
1922, created an irrevocable trust in 1903 under the terms 
of which she received the income for life. Upon her death 
part of the corpus was to be distributed to named bene- 
ficiaries and the balance was to remain in trust until the 
death of the grantor’s husband or until her children reached 
a specified age, whichever occurred later, whereupon the 
trust was to terminate and the property be distributed to 
the children or their heirs. Following May v. Heiner, 281 
U. S. 238, it is held that the value of the trust property 
may not be included in gross estate under the 1921 Act. 
At the time of decedent’s death she held certain unmatured 
notes which by their terms, and the terms of a contract 
executed at the same time, were payable only in the event 
she was alive on the due date, and if not, then all obliga- 
tion of the maker was to cease. It is held that such notes 
may not be included in gross estate—Henry W. Austin et 
al., Admrs., Estate of Anna B. Austin, Deceased, v. Commis- 
stoner. Dec. 7774 [C. C. H.], Docket No. 11705. Sewell 


dissents without opinion. 


Joint Return Erroneously Indicated.—Where the answer 
to the preliminary questions on petitioner’s return indicated 
that it was a joint return of husband and wife, but the return 
included only items relating to petitioner’s separate income and 
the proof is that the return was intended as petitioner’s sepa- 
rate return, the answer to the contrary having been made 
by inadvertence, the return is held to have been a separate 
return and the Commissioner erred in including in the 
income disclosed thereby items accruing to petitioner’s 
wife. The wife’s only income (from a trust) was reported, 
and the tax paid thereon, by the trust.—L. B. Foster v. Com- 
missioner, Dec. 7778 [C. C. H.], Docket No. 43086. Stern- 
hagen, Smith and Black dissent without opinion. 

Losses.—Losses sustained by petitioner upon sales of 
securities to a trust created by him for the benefit of his 
family, are allowed as deductions from income. Lee B. 
Foster, 22 BTA 717, followed. 

Net Loss.—Where a corporation sustained a net loss in 
the calendar year 1922 and became affiliated with another 
corporation on July 1, 1924, separate returns were required 
for the two periods of 1924 before and after the date of 
affiliation, and each of those periods was a “taxable year” 
within the meaning of section 200(a) of the 1924 Act for 


87 This constitution never went into effect. 
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the purpose of applying the 1922 net loss.—Weissberger 
Moving & Storage Co., Inc. v. Commissioner, Dec. 7788 
[C. C. H.], Docket No. 42980. 


Van Fossan dissents, with lbng opinion to the effect that 
each fraction of a year for which a return may be required 
because of change of affiliated status does not constitute 
a “taxable year” for net loss application purposes. Smith 
and Seawell agree with this dissent. Trammell dissenting: 
“I dissent on the grounds set forth in my dissenting opinion 
in the case of The Joseph & Feiss Co., 26 B T A 852. 


Where petitioner sustained a net loss in 1925, and on 
May 5, 1926, it became affiliated with another corporation, 
and thereafter filed a consolidated return for the year 1926, 
it is held that the separate returns were required for the 
periods of 1926 before and after affiliation, and that each 
such period was a “taxable year” within the meaning of 
section 200 (a) of the 1926 Act for the purpose of applying 
the net loss sustained in 1925. Weissberger Moving & Stor- 
age Co. followed.—Joseph & Feiss Co. v. Commissioner, Dec. 
7791 [C. C. H.], Docket No. 46465. 


Van Fossan dissents, without opinion. Trammel dissents, 
with opinion to the effect that no short period return was re- 
quired here, and that it is only when such returns are made, 
not when required to be made, that “taxable year” includes 
a fraction part of a year. Smith and Seawell agree with 
this dissent. 


Railroads, Taxation of.—(1) Donations to railroads for 
construction work have been held not to be income. Where 
facilities were constructed under contract by which the 
industry desiring the facilities was required to deposit with 
the railroad the estimated cost thereof, which deposit was 
to be refunded at a specified rate per carload shipped by 
the industry over the facilities within a designated period 
of time, the balance at the end of the period being forfeited 
by the industries, such forfeited amounts also are gifts, 
not taxable to the railroads. 


(2) Compensation received in settlement of the Govern- 
ment guaranty for the period following Federal control, 
under the Transportation Act of 1920 constitutes taxable 
income. Although a part of it represents in effect a pay- 
ment by the Director General of Railroads of a tax of 
2 per cent on the railroad’s operating income for the period, 
the taxable income may not be reduced by such part. It 
is held also that where the income of a carrier in the guar- 
anty period following Federal control exceeded the guar- 
anteed amount and the excess payable to the United States 
was allowed as a deduction on the income tax return, the 
amount so payable may not be increased by the 2 per cent 
income tax. New York, Ontario & Western Ry. Co.,1 BTA 
1172, distinguished, the latter case, under the Federal Con- 
trol Act, having held that the 2 per cent tax paid for the 
railroad by the Director General did not constitute income 
to the railroad. 

(3) Interest allowed by the Director General on the cost 
of additions and betterments made during the period of 
Federal control was income during that period rather than 
in a later year (1921) when final settlement was made. 
The rate of interest to be paid was announced in a letter 
of the Director General dated March 4, 1920, the stated 
rates to be paid “unless the conditions of the particular 
case call for different treatment.” The Commissioner may 
not use this phrase as creating an exception to the general 
treatment of such sums as decided by the Board in similar 
cases where there is no hint in the pleadings, the oral state- 
ments of counsel at the trial, in the evidence, or anywhere 
in the record that he ever considered these cases as coming 
— the so-called exception of the Director General’s 
policy. 

(4) No gain or loss is recognized on the exchange in 1921 
of bonds of three companies which it is decided were held 
for investment for bonds of another railroad company 
which were acquired for the purpose of enlarging the ter- 
ritory served by the holding railroad and to place it in 
better position for further financing when needed. The 
bonds acquired in 1921 had a readily realizable market 
value which was less than the cost of the bonds exchanged. 
Although some of the bonds exchanged, acquired in 1914, 
may have been acquired originally for resale, it does not 
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follow that they were not held in the meantime for 
investment. 

(5) Net loss for four-month period in 1921 prior to affilia- 
tion is deductible from the affiliate’s income for the calen- 
dar year 1923, where the same company sustained a net loss 
for the remaining eight months of 1921 which was absorbed 
by net income of other affiliates,“and also sustained a net 
loss for the calendar year 1922. The calendar year 1923 is 
the “next succeeding taxable year.’ 

(6) Discount on bonds issued prior to 1913 may be 
amortized over the life of the bonds. Commissions paid 
on the sale of such bonds may not be amortized and no 
deduction therefor is allowable in the taxable years. 

(7) Basis for charging out materials and supplies re- 
turned by the Director General following termination of 
Federal control is the cost thereof to the railroads at the 
time taken over by the Director General and not the cost 
or value of those returned. Rulings of the Interstate Com- 
merce Commission to the contrary are not binding in mat- 
ters of Federal taxation. 

(8) Railroads: Computation of tax for 1920.—Under the 
Revenue Act of 1918, the Federal Control Act, and the con- 
tracts between the Director General and the railroads, tax 
for 1920 should be computed in the first instance on the 
income for entire year, and the amount so computed re- 
duced by one-sixth of the two per cent tax of which the 
carriers were to be relieved during the period of Federal 
control, which period extended into 1920 for two months. 
The Commissioner’s method of applying an 8 per cent rate 
to income for the months of January and February, 1920, 
and 10 per cent to income for the remainder of the year is 
contrary to the intent of the provision in the Federal Con- 
trol Act which deals with the 2 per cent tax and is contrary 
to the fundamental theory that income taxes are levied on 
annual income.—Union Pacific R. R. Co. v. Commissioner; 
Oregon Short Line R. R. Co. v. Commissioner; St. Joseph & 
Grand Island Ry. Co. v. Commissioner; San Francisco & Port- 
land S. S. Co. by Oregon-Washington R. R. & Navigation Co., 
Successor, v. Commissioner; Yakima Valley Transportation 
Co. v. Commissioner; Union Pacific Coal Co. v. Commis- 
sioner; Washington Union Coal Co. v. Commissioner; Oregon 
& Washington R. R. Co. v. Commissioner; Rattlesnake Creek 
Water Co. v. Commissioner; Union Pacific Water Co. v. Com- 
missioner; Union Pacific Equipment Ass'n v. Commissioner ; 
Green River Water Works Co Commissioner; Portland 
Terminal Investment Co. v. fl Bi se Oregon- Washing- 
ton R. R. & Navigation Co., as Transferee of the San Fran- 
cisco & Portland S. S. Co., v. Commissioner; Los Angeles & 
Salt Lake R. R. Co. v. Commissioner; Des Chutes R. R. Co. 
v. Commissioner, Dec. 7760 [CCH], Docket Nos. 35639, 
40060, 35640-35649, 35684, 35685, 40002, 40061, 40062. 


Special Assessment.—Special assessment under Section 
328 of the 1921 Act is granted a coal company by reason 
of abnormality in its invested capital arising from the cir- 
cumstances under which the company was created. It 
was organized by the Delaware, Lackawanna and Western 
R. R. Co. in 1909 to take over its activities in mining, pur- 
chasing, transporting, and selling anthracite coal after those 
activities had been declared by the Government to be in 
violation of Federal statutes. “The petitioner paid nothing 
and gave no stock for the valuable intangible assets of this 
business. ‘These intangible assets obtained by the peti- 
tioner are not reflected in its invested capital. The rail- 
road, instead of transferring the intangibles to its 
stockholders and allowing them to pay them in for stock or 
shares, attempted to transfer them directly to the peti- 
tioner. The railroad could afford to do this because its 
stockholders lost nothing through the change and the rail- 
road retained all of the advantages which it thought the 
law allowed. Although the early contracts were invalid, 
the petitioner was permitted to enjoy all the benefits of 
the old business to the same extent it would have enjoyed 
them had the contracts been valid. The advantages which 
the petitioner thus acquired and which it retained through 
its close relation with the railroad were among its most 
important income-producing factors during the period from 
its beginning through the year here in question.”—Dela- 
ware, Lackawanna & Western Coal Co. v. Commissioner, Dec. 


7782 [C. C. H.], Docket No. 33813. 
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Black dissents, with opinion to the effect that there was 
no abnormality in capital because there was no “paying 
in” of intangible assets for capital stock, as in other de- 
cided cases. Smith agrees with this dissent. 


Statute of Limitations.— Statute of limitations extin- 
guished the tax liability of each of the petitioners for 1921 
prior to the issuance of the deficiency notices. A consoli- 
dated return for 1921 showing separately the income and 
invested capital of each corporation was sufficient to start 
the running of the statutory period, although the companies 
are held not affiliated. “Since the record discloses that 
consolidated returns filed by the parent corporation had 
been accepted and tax liability thereunder settled in prior 
years, it can not be said that such return was unauthorized 
at the date of its filing.” Waivers executed by the separate 
corporations in March, 1926, the statutory period having 
otherwise expired on February 16, 1926, are ineffective. 
The statutory period had expired at the time of enactment 
of the 1926 Act and could not be revived. Section 1106 of 
the 1926 Act extinguished all tax liability against which 
the statute had run prior to its enactment unless waivers 
had been executed prior to that date. Timely waiver filed 
by the parent company when it expected to pay the entire 
tax on the consolidated return may not be said to have 
been executed as agent for each of the separate companies, 
affiliation having been denied.—J. A. Folger & Co. v. Com- 
missioner; Folger Estate Co. v. Commissioner. Dec. 7802 
[C. C. H.], Docket Nos. 22212, 30721, 31200, 35147. 

Smith dissents. “The consolidated and information re- 
turns filed for that year [1921] showed that the parent com- 
pany was liable for the tax due on the consolidated return. 
All of the evidence goes to show that the parent company 
acted as the agent of the subsidiary corporations.” Mar- 
quette, Sternhagen, and Goodrich agree with this dissent. 


Suggestions for Alleviating the Tax Burden 


(Continued from page 452) 


ernment be reexamined and submitted to a single 
acid test, namely, is this expenditure one that under 
present conditions we can afford to carry on, or, 
putting the matter in another way, is this activity 
one which can be curtailed or eliminated? Can we 
afford it, situated as we are at. the present time? 


If these tests are applied and if there is whole- 
hearted cooperation between the legislative and. 
executive branches to bring Federal expenditures 
down to the level suggested by such a test, the bur- 


den of Federal taxation will be very materially re- 
duced. 


In the domain of state taxation, the same acid test 
can well be applied. We are only asking our state 
authorities to do the same thing in their budgets that 
we as individuals have done in recent years in the 
matter of our own personal expenditures. The same 
possibilities are open in the field of local expendi- 
tures. It is very nice to have a few more street 
lights, or a better system of street lighting, a new 
fire-alarm box here and there, another piece of side- 
walk, a new public building to replace an old one, etc. 
But if we ask ourselves the question whether we 
can afford these things or whether we can get along 
without them, at least for the present, the answer 
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will usually indicate that it is a matter for which 
we should not now make an appropriation. 


Many of the problems of state and local expendi- 
tures can be solved by adopting a definite program of 
long-term planning. If a State or a municipality or 
a town will sit down and map out the revenue which 
it may reasonably expect over a ten-year period,— 
a revenue which will not impose an undue burden 
upon its citizens—and then after deducting its 
necessary minimum of current expenses, allot the 
balance to such public improvements as are most 
vital, the result will be to keep within its means and 
thus keep the tax burden within reason. I am sorry 
that such long-term planning is so seldom adopted. 
It is partly due to the fact that our officials change 
annually or bi-annually in most cases and they there- 
fore feel that their responsibility will cease with 
their term of office. 

I do not consider the situation by any means to 
be hopeless, but on the contrary see today abundant 
signs of an awakening of interest on the part of tax- 
payers and the marshalling of their efforts along 
effective lines that promise substantial results. The 
first step in every such effort is to get the facts. After 
these are marshalled, common sense will dictate the 
solutions. The way out is obviously not by blind 
reductions on a percentage basis but by intelligent 
selection on the basis of what is more worthy and 
least worthy, always predicated on exhaustive ad- 
vance study of every pertinent fact. 

This awakened interest has evidenced itself in 
various forms such as misguided and unfortunate 
taxpayers’ strikes; well organized local taxpayers’ 
leagues; and finally, on a broad national basis, reach- 
ing out with its local organizations into every section 
of the country, the National Economy League. Ob- 
viously, the problem is one calling for: the greatest 
united effort, since only by such association can real 
results be accomplished. I know of no movement 
that is more promising than that sponsored by the 
National Economy League. It has been organized 
on a Strictly non-partisan basis, embracing on its 
Advisory Council the Honorable Calvin Coolidge, 
the Honorable Alfred E. Smith, Honorable Elihu 
Root, Honorable Newton D. Baker, as well as others. 
Its officers serve without compensation; its over- 
head expenses are kept at a minimum, with a large 
part of the workers and their equipment donated. 
It aims to build up in every town and in every city 
ward an efficient, active, powerful organization which 
will fight not merely at the present moment but 
unceasingly until the final objective is won,—for 
the reduction of public expenditures to the absolute 
prudent minimum. While one of its immediate ob- 
jectives is the reduction of amounts paid for non- 
service disabilities to veterans of all wars, its aims 
are broader than this and will embrace every phase 
of governmental expenditure that is unnecessary or 
extravagant. Since an association with such an aim 
cannot but attract every taxpayer,—and in fact every 
citizen is a taxpayer, whether he knows it or not,— 
I have no hestitation in urging you to enroll in its 
membership, which already exceeds one million. En- 
rollment carries no obligations; there are no dues 
or assessments ; those who care now or subsequently 
to contribute to the necessary expense of the work 
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and are in a position to do so, can be assured that 
their contributions will be welcome, but above all, 
we desire memberships and I know of no group that 
ought to be more interested in the purposes of the 
League than a group of people assembled to con- 
sider the problems of taxation, because no group is 
more familiar with the heavy burdens which taxa- 
tion today imposes. 
on ae oe 


I make this appeal at this time because I believe 
that through the work of this League, without mini- 
mizing similar organizations of more local character, 
we have the greatest promise of effective efforts to 
alleviate the tax burden. 


Rulings of the Bureau of Internal Revenue 


Credit for Taxes Paid to Foreign Countries.—The film-hire tax im- 
posed by the New Zealand finance act of 1930 is not a part of the 
income tax law of that country and is levied on mere receipts from the 
use of films by those who have obtained a renter’s license under the 
cinematograph films act of 1928. It is considered in the nature of an 
excise tax rather than an income tax. The amount of the film-hire tax 
paid to the New Zealand Government may not, therefore, be claimed as 
ri oat against United States income tax.—G. C. M. 11039, X-45-5837 

p. 10). 


Donations by Corporations ta Unemployment Emergency Funds, 
Community Chests, etc.—The character of payments of this nature and 
their significance for income tax purposes will, of course, depend pri- 
marily upon facts existing at the time the payment is made. Some of 
the elements to be considered are the size of the contribution as com- 
pared with the taxpayer’s business, and whether such contribution or pay- 
ment bore a reasonable relationship to the taxpayer’s enterprise. Every 
case will involve a question of whether the payment had a practicable 
business significance to the particular taxpayer, and whether a financial 
return in proportion to the outlay could be reasonably contemplated at 
the time of making such payment. Very careful consideration will be 
given the facts in each case, since it is the desire of the Bureau that its 
policy with respect to the treatment of such contributions be as liberal 
as is possibly consistent with the statute. Decisions in Yamhill Electric 
Co. v. Commissioner, 20 BTA 1232, Appeal of The Thomas Shoe Co., 
1 BTA 124, and American Rolling Mills Co. v. Commissioner, 41 Fed. 
(2d) 314, cited.—I. T. 2653, XI-44-5819 (p. 6). 


Exclusions fram Gross Income.—Pensions received from the United 
States by a veteran for services rendered to the United States in time 
of war, other than amounts paid under the World War Veterans’ Act 
of 1924, are subject to Federal income tax. 

Pensions received from the United States by the family of a veteran 
for services rendered by the veteran to the United States in time of 
war, are exempt, as gifts. 

All types of compensation received by a veteran or his family under 
the World War Veterans’ Act of 1924 are exempt from Federal income 
tax, and, to the extent that such compensation is paid under the pro- 
visions of that Act, exemption applies to all types of compensation 
received by a veteran or his family under the provisions of the War 
bey oe gee and Vocational Rehabilitation Acts.—I. T. 2655, XI-46- 
850 (p. 2). - 


Exemptions from the Corporation Tax.—Where an organization, the 
purposes of which are to serve a city and county as a nonpartisan 
scientific agency of citizens’ inquiries for the promotion of better gov- 
ernment, etc., engages in making research and publishing the results of 
such investigation for the benefit of the State and county, it is exempt 
under Section 103(6) of the Revenue Act of 1932 and the corresponding 
provisions of prior Revenue Acts. Contributions made to it by indi- 
viduals are deductible in the manner and to the extent provided in 
Section 23 (n) of the Revenue Act of 1932 and the corresponding pro- 
visions of prior Revenue Acts.—I. T. 2654, XI-45-5835 (p. 2). 


Gross Income.—The proceeds of the so-called ‘‘“Family income policy 
—20-year period” issued by the M Company are wholly exempt from 
taxation as “amounts received under a life insurance contract paid upon 
the death of the insured,” in accordance with the provisions of Section 
22(b)1 of the Revenue Act of 1932 and the corresponding provisions 
of prior Revenue Acts.—G. C. M. 10843, XI-43-5803 (p. 2). 3 


Treasury bills issued subsequent to June 17, 1929, and beneficially 
owned * a nonresident alien individual not engaged in business in the 
United States, are, as to such individual, exempt, with reference to 
interest, from Federal income tax. Any gain from the sale or other 
disposition of Treasury bills issued subsequent to June 17, 1930, and 
beneficially owned by a nonresident alien individual: not engaged in 
business in the United States, is, as to such individual, also exempt from 
that tax.—I. T. 2651, X 1-44-5817 (p. 2). 
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Information at the Source—Income from Insurance Companies.—An 
insurance company paying insurance commissions to agents should fur- 
nish information returns in accordance with Section 148 of the Revenue 
Act of 1928 and Article 811 of Regulations 74.—G. C. M. 11115, XI-46- 
5851 (p. 5). 


Net Losses.—The tax for any fiscal year beginning in 1931 and ending 
in 1932 is to be computed under Section 105 of the Revenue Act of 1932, 
and as so computed is the sum of the following: 


(a) The tax attributable to the calendar year 1931, found by com- 
puting the tax upon the income of the taxpayer for the fiscal year under 
the provisions of the Revenue Act of 1928, and by taking the proportion 
of such tax which the portion of the period falling within the calendar 
year 1931 is of the entire period: 


(b) The tax attributable to the calendar year 1932, found by com- 
puting the tax upon the income of the taxpayer for the fiscal year under 
the provisions of the Revenue Act of 1932, and by taking the proportion 
of such tax which the portion of the period falling within the calendar 
year 1932 is of the entire period. 


In the instant case, the taxpayer may, in computing the tax attrib- 
utable to the calendar year 1931, deduct both the net loss of $10,000 
sustained for the fiscal year ended June 30, 1930, and the net loss of 
$5,000 sustained for the fiscal year ended June 30, 1931. In computing 
the tax attributable to the calendar year 1932, the taxpayer may deduct 
only the net loss of $5,000 sustained for the fiscal year ended June 30, 
1931. 


In computing the tax attributable to the calendar year 1931, Section 
105 of the Revenue Act of 1932 is to be considered in the nature of an 
exception to the rule stated in Section 117(d) of that Act. On the 
basis of the computation under Section 105, the taxpayer did not have 
a statutory net loss for the fiscal year ended June 30, 1932.—I. T. 2652, 
XI1-44-5818 (p. 3). 


Excise Taxes 


Checks.—A stock broker who maintains facilities for marginal trading 
for his clients; permits them to draw drafts against their marginal ac- 
counts, or on credit balances on deposit with the broker; and who pays 
such checks at his cashier’s window on presentation, is a bank, banker, 
or trust company within the meaning of Section 751 of the Revenue Act 
of 1932.—S. T. 557, XI-44-5832 (p. 21). 


Consignment Sales.—Article 15 of Regulations 46 provides that where 
a manufacturer consigns taxable articles to a pn or dealer, retaining 
ownership in them until they are disposed of by the jobber or dealer, 
title does not pass and the tax does not attach until sold by such jobber 
or dealer. The relation between the manufacturer and the jobber or 
dealer is, therefore, in substance that of principal and agent. The manu- 
facturer, accordingly, is responsible not only for the tax due on the 
sales of such articles but also for any penalty or interest arising from 
delinquency on the part of the jobber or dealer in failing to report to 
him his sales for the month. 


Section 1114 of the Revenue Act of 1926 does not apply to the jobber 
or dealer, because he is not the person liable for the tax. It is, there- 
fore, incumbent upon the manufacturer to secure monthly reports of 
sales from jobbers or dealers who have goods on consignment. In the 
event a jobber or dealer willfully fails to report his sales monthly to 
the manufacturer, the latter should clearly state such facts on his 
monthly return, and show that the tax returned is incomplete. The 
manufacturer should agree to file an amended return and pay the tax 
due as soon as reports of the sales are received from the jobber, and not 
later than 30 days after the monthly return is made. Failure to do so 
will subject the manufacturer to liability for penalties and interest pro- 
vided by law. 


In all such cases liability for tax by the manufacturer must be based 
on his fair market price and not on the price for which the articles are 
sold at retail.—S. T. 555, XI-44-5830 (p. 19). 


Electrical Energy.—Electrical energy furnished cathedrals, churches, 
and convents is not for domestic or commercial consumption and is not 
subject to the tax imposed under Section 616(a) of the Revenue Act 
of 1932. However, electrical energy furnished a rectory is for domestic 
consumption and is subject to the tax.—S. T. 544, XI-43-5811 (p. 13). 


Electrical energy furnished for direct consumption by bus companies 
in their operations as a common carrier, and electrical energy used in 
the operation of garages and service stations which are conducted by 
a bus company for the sole purpose of servicing the buses used in its 
operation as a common carrier, is not subject to the tax imposed under 
Section 616 of the Revenue Act of 1932. The taxability of electrical 
energy furnished to bus stations or depots depends upon the predominant 
character of the business carried on at such stations or depots. If the 
predominant purpose is the maintenance of a waiting room and other 
facilities to patrons of the bus line, it is free from the tax. Otherwise, 
it is taxable under the law.—S. T. 545, XI-43-5812 (p. 13). 


Amounts paid in monthly installments for the extension of an elec- 
trical transmission line to a rural subdivision are not taxable as amounts 
paid for electrical energy.—S. T. 553, XI-44-5828 (p. 18). 


Insolvent banks are not taxable for electrical energy consumed where 
payment of the tax would diminish the funds necessary for the full pay- 
ment of depositors.—S. T. 552, XI-44-5827 (p. 18). 


Electrical energy furnished for consumption by hospitals which are 
not organized or operated for profit and no part of the net earnings of 
which inure to the benefit of any private stockholder or individual is 
not subject to the tax imposed by Section 616 of the Revenue Act of 
1932. owever, the use of electrical energy in hospitals which are 
operated for profit will be subject to the tax.—S. T. 562, XI-45-5844 
(p. 25). 


A company which is operating under a contract with a city for the 
removal and disposition of ashes, garbage. rubbish, and street sweepings 
is engaged in a commercial enterprise. Consequently, electrical energy 
furnished to a company so operating is for commercial consumption and 
is subject to the tax imposed by Section 616 of the Revenue Act of 1932. 
The electrical energy so used is not furnished to a political subdivision 
of a State within the meaning of Section 616(c) of the law.—S. T. 569, 
XI1-46-5858 (p. 19). 
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Firearms, Shells, and Cartridges.—The tax imposed by Section 610 of 
the Revenue Act of 1932 does not attach to the sale of component parts 
of ammunition consisting of cartridge cases, primers, bullets, and powder 
by manufacturers for use as material in the manufacture or production 
of a taxable article —S. T. 561, XI-45-5843 (p. 24). 


Shells and cartridges sold or used in testing firearms are taxable.— 
S. T. 550, X1I-44-5825 (p. 17). 


Jewelry.—Advice is requested concerning certain questions which have 


arisen relating to the tax imposed on jewelry under Section 605 of the 
Revenue Act of 1932. 


Where a diamond and mounting were purchased by a retail jeweler 
prior to June 21, 1932, and were sold separately on or after such date 
in the same form in which they were purchased, no tax thereon is due 
under Section 605 of the Revenue Act of 1932. However, if those arti- 
cles were assembled by the retailer, either before or after that date, such 
retailer is deemed to be a manufacturer or producer within the meaning 
of the law and is liable for tax on the price for which the complete 
assembly is sold. In the event that the assembly is sold at retail, the 
tax should be computed on the price for which the same or similar 
articles are sold in the ordinary course of trade by the manufacturers, 
producers, or importers thereof. 


If a customer brings a diamond to a dealer to be mounted and the 
mounting was manufactured, produced, imported, or further manufac- 
tured by the dealer prior to the sale, or was purchased tax free under 
an exemption certificate from the manufacturer, producer, or importer 
thereof, the dealer is liable for the tax on the price for which the mount- 
ing is sold, unless it is sold at retail, in which event the tax should be 
computed on the price for which the same or a similar mounting is sold 
in the ordinary course of trade by the manufacturer, producer or importer. 
Where a diamond is sold by the dealer which was not manufactured, pro- 
duced, imported, or further manufactured by him, or purchased tax free 


under an exemption certificate, no tax is due on the sale of such stone 
by him. 


In the event taxable articles are manufactured, produced, or imported 
by retail jewelers, the tax imposed under Section 605 of the Revenue 
Act of 1932 attaches when such articles are sold on and after June 21, 
1932, even though they were manufactured, produced, or imported prior 
to such date. If customers bring mountings and diamonds to a retailer 
for the sole purpose of being assembled, the assembling of such articles 
is not a sale by the manufacturer, producer, or importer, and no tax will 


be due from the assembler on the amount charged for merely assembling 
the articles. 


Under Section 622 of the Revenue Act of 1932, the use of a taxable 
article is subject to tax in the same manner as if such article were sold. 
The assembly of taxable articles is deemed to a manufacturing or pro- 
ducing process. Customers who have taxable articles assembled by 
others for their own use are deemed to be manufacturers or producers 
within the meaning of the law and are liable for the tax imposed under 
Section 605 of the Revenue Act of 1932, based on the price for which 
the same or similar articles are sold in the ordinary course of trade 
by the manufacturers, producers, or importers thereof. Where taxable 
articles are assembled for customers the person who does the assembling 
should report to the collector the name and address of such customers, 
prior to the delivery of the articles, together with such information as 
will show the price for which the same or similar articles are sold in 
the ordinary course of trade by manufacturers, producers, or importers. 


In computing the tax due on the sale of the complete articles, credit 
may be taken for any tax previously paid to the manufacturers, pro- 
ducers, or importers of the parts so assembled.—S. T. 560, XI-45-5842 
(p. 23). 


College, school, club, fraternity, sorority, and hospital pins, rings, 
buttons, charms, emblems, and guards and athletic awards in the form 
of pins, buttons, medals, and charms, when made of, ornamented, 
mounted, or fitted with precious metals or imitations thereof, or ivory, 
are taxable as jewelry under Section 605 of the Revenue Act of 1932, 
when sold by the manufacturer, producer, or importer for $3 or more. 


Trophies and cups are not taxable under Section 605 unless made of, 
or ornamented, mounted, or fitted with precious metals (except silver- 
plated ware) or imitations thereof, or ivory. 


Although Section 605 specifically exempts from tax silver-plated ware, 
yet this exemption does not apply to silver-plated articles commonly or 
commercially known as jewelry, whether real or imitation.—S. T. 549, 
X 1-44-5824 (p. 16). 


Gasoline.—It appears from the information submitted that there are 
two distinct grades of the commercial product benzol, namely, motor 
benzol and industrial benzol, and that they differ substantially in physical 
and chemical characteristics as well as in their use. It is understood 
that motor benzol, as the name implies, is a fuel for motor vehicles, 
while industrial benzol is not suitable for use as a fuel for the propulsion 
of motor vehicles, motor boats, or aeroplanes. 


Under these circumstances, all sales of motor benzol by the importer 
or producer are subject to the tax on gasoline imposed by Section 617 
of ~ Revenue Act of 1932, and sales of industrial benzol are not subject 
to the tax. 


If, however, any portion of industrial benzol sold tax-free is further 
processed, manufactured, blended, or compounded until it becomes suit- 
able for use as a fuel for the propulsion of motor vehicles, motor boats, 
or aeroplanes, sales and uses by the producer of the product so further 
manufactured, compounded, blended, or processed will be subject to the 
tax.—S. T. 554, X1-44-5829 (p. 19). 


Lubricating Oils.—Buffing oil, burning oil, concrete form oil, core oil, 
floor oil, harness oil, leather oil, quenching oil, slushing oil, tempering 
oil, transformer oil, lard oil, and neatsfoot oil, are not subject to tax 
when sold under a name identifying such oils for purposes other than 
lubrication, or when used as the component material in the manufacture 
of other articles which are taxable under Title IV of the Revenue Act 
of 1932, provided the manufacturer obtains from the purchaser a certifi- 
cate to the effect that the oil will not be used for lubrication. The fact 
that an oil is sold under a name identifying it for use for a purpose other 
than that of lubrication will not exempt the sale F lhed from tax if 
8 3" actually used for lubricating purposes.—S. T. 558, XI-45-5840 

p. 22). 
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In determining the application of Section 620 it is necessary that 
consideration be given to the question of what constitutes further manu- 
facture in the case of lubricating oils. The Bureau has reached the 
conclusion that a person who merely blends taxable lubricating oils— 
that is to say, one who merely mixes two or more varying grades of 
lubricating oils—is not a manufacturer or producer of lubricating oil, 
and, consequently, may not buy lubricating oils tax-free for the purpose 
of such blending. However, a person who by means of a process of 
compounding or other manipulation involving substantially more than 
the mere mixing of taxable oils, or one who mixes taxable oils with 
other substances, is a manufacturer or producer of lubricating oil, and 
may buy lubricating oils tax-free where such oils are to be used in the 
compounding or production of other articles subject to tax.—S. T. 548, 
XI-44-5823 (p. 16). 

Advice is requested whether the tax imposed under Section 601(c)1 
of the Revenue Act of 1932 upon sales of lubricating oils applies to 
sales of fatty oils of vegetable, animal, fish, or marine origin. Advice 
is also requested with respect to furnishing exemption certificates on 
tax-free sales of such oils when put into channels of consumption or 
distribution for uses other than that of lubrication. 


In order to determine the necessity of filing a certificate to the effect 
that the particular oil sold will be used by the purchaser for a stated 
purpose other than that of lubrication, it must first be determined 
whether the fatty oils in question are “lubricating oils’ within the 
meaning of Section 601(c)1 of the Revenue Act of 1932 and article 11 
of Regulations 44, as amended by Treasury Decision 4339 [Bulletin 
XI-30, 17]. If the fatty oils in question are not sold as lubricating oils 
in their natural state by the manufacturer or producer, and are not sold 
or used for lubrication in such state but must be mixed with other oils 
before being sold or used for lubrication, sales of such oils are not sub- 
ject to the tax on lubricating oils and certificates for the exemption of 
sales thereof are not required. The fact that such fatty oils are used 
to some extent by manufacturers of lubricating oils as material in the 
manufacture or production of taxable lubricating oils does not, in itself, 
require the manufacturer of such fatty oils to obtain from the purchaser 
a certificate in order to secure exemption of the sales of the so-called 
fatty oils from the tax imposed under Section 601(c)1 of the Act, unless 
such fatty oils are themselves lubricating oils within the definition laid 
down in Treasury Decision 4339, supra. 


On the other hand, if a particular oil has both lubricating and non- 
lubricating uses, sales thereof are subject to the tax, unless (1) it is 
put into a channel of consumption or distribution for a use other than 
that of lubrication, under a name identifying it for such use, and (2) 
the manufacturer obtains from the purchaser a certificate to the effect 
that the oil will be used by the purchaser for a stated purpose other than 
that of lubrication, or resold by him only to a person who in turn 
furnishes a similar certificate. 


A strict application of the foregoing rules to sales of each of the fatty 
oils of vegetable, animal, fish, or marine origin will fix the taxability of 
sales of the particular product and indicate whether the manufacturer 
must obtain from the purchaser a certificate as required under Treasury 
Decision 4339.—S. T. 540, XI-43-5807 (p. 11). 
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Pipe Lines.—Natural or casing head gasoline is a liquid product of 
crude petroleum, within the meaning of Section 731 of the Revenue Act 
of 1932, and the transportation thereof by pipe line is subject to the tax 
imposed by that section of the law. [Supporting court decisions cited.] 
—S. T. 564, XI-45-5846 (p. 26). 


_ Radio Receiving Sets and Phonograph Records.—Electrical transcrip- 
tions used for broadcasting purposes are taxable as phonograph records. 
—S. T. 550, XI-44-5825 (p. 17). 


Soft Drinks.—Chocolate milk and other milk drinks are not taxable, 
but finished or fountain sirups used in their manufacture are subject 
to tax.—S. T. 543, XI-43-5810 (p. 13). 

A person producing soft drinks subject to tax under Section 615(a) 1, 
3, or 5 of the Revenue Act of 1932 may, in computing tax on his sales 
of such products, take credit for the amount of the tax imposed by 
Section 615(a) 7 which he ‘has reimbursed to a manufacturer or dealer 
in carbonic acid gas.—S. T. 568, XI-46-5857 (p. 19). 


Sporting Goods.—If a jig saw puzzle contains 50 pieces or less, it is, 
for revenue purposes, held to be a children’s game and not subject to 
the tax under Section 609, Revenue Act of 1932. If such a puzzle con- 
roa gag than 50 pieces it is subject to the tax.—S. T. 567, X1-46-5856 

p. 18). 

Stamp Tax.—Where stocks or bonds are transferred or real estate is 
conveyed by insolvent banks having assets insufficient to pay their de- 
positors in full, no liability for stamp tax on the transfers or conveyances 


involved will be incurred by the parties to the transaction.—S. T. 547, 
X1-43-5814 (p. 14). 


Stamp Tax on Transfer of Stocks—Intraoffice Borrowings. —* * * 
Whether a so-called “‘intraoffice loan’’ [of shares of stock or certificates 
of stock] is taxable or not depends on whether there is actually a “‘loan” 
of stock to the selling customer. The conclusion to be reached neces- 
sarily depends upon the circumstances of each case. If the selling 
customer indorses his certificate and delivers it to a branch house or 
agent of the broker at a point beyond the 24-hour limit, such delivery 
(being a delivery to an agent of the broker) is equivalent to a delivery 
to the broker. As shares of stock are fungible, the broker may use 
any available certificates in his possession to make delivery on the sale, 
and such action would not constitute a loan of stock to the customer. 
Or if a selling customer at a distance indorses his certificates and de- 
livers it to a client broker of the broker or to a correspondent of the 
broker, and such client broker or correspondent has to his credit with 
the broker at the exchange shares sufficient to make delivery on the sale 
made by the selling customer, such delivery does not involve a loan of 
stock. In each such case, however, where a certificate is used in making 
delivery other than the certificate indorsed by the seller, the burden 
rests upon the broker to show that the delivery in effecting the sale 
does not involve a loan of stock. 

In all other cases where a selling customer or a client broker or a 
correspondent has not made available to the delivering broker sufficient 
shares wherewith to make delivery under the sale, but stock is secured 
elsewhere and delivery is made under the rules of the exchange, such 
delivery necessarily involves a loan of stock which is taxable. ~- 
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For the foregoing reasons this office is of the opinion that Treasury 
Decision 3249 is no longer in force as an entirety, but that, on the 
contrary, the portion thereof which exempts an actual loan of stock has 
been revoked by reason of the provisions of Section 723 of the Revenue 
Act of 1932, as construed in the light of the opinion of the Supreme 
Court in the Provost case, supra, and in view of the promulgation of 
Article 34(w) of Regulations 71.—G. C. M. 11096, XI-46-5862 (p. 22). 


Toilet Preparations.—Section 619 of the Revenue Act of 1932 provides 
that in determining the price for which an article is sold there shall be 
included any charge for coverings and containers of whatever nature. 


Aspects of the Problem of Income Taxation 
from the Standpoint of Corporations 
(Continued from page 445) 


will show a profit, and that the other companies will 
show losses. 


In the spring of 1931 the case of Woolford Realty 
Co., Inc. v. Rose, 286 U. S. 319, came before the 
United States Supreme Court. The question there 
presented was whether an affiliated group of corpo- 
rations could take the benefit of the loss of one of 
the affiliated subsidiaries, where the loss was sus- 
tained before it became affiliated. It would seem 
that on sound accounting principles or from the 
standpoint of logic, there was no reason why it should 
be permitted, and the taxpayer in that case devoted 
its argument largely to the proposition that the 
exact language of the statute required that the net 
loss be allowed. The Supreme Court in construing 
the statute, held that the argument was not sound, 
and it likewise pointed out that there is no reason 
why the affiliated group should have the benefit of 
the net loss. The Supreme Court, however, went 
further, and used language to the effect that under 
the statute each corporation, though it be a member 
of an affiliated group, still remains a separate tax- 
payer; that consolidation is only a method for de- 
termining the tax of the group, but that the status 
of each corporation as a separate taxpayer is not 
thereby changed, and that no member of a group 
can take advantage of a net loss except the taxpayer 
that sustained it. As has been pointed out, the only 
question before the Supreme Court at that time was 
the matter of a loss sustained by a corporation before 
affiliation; but the substance of the situation is very 
different when the same companies have been affli- 
ated for all the years in question. Under those cir- 
cumstances, it would seem unfortunate to hold that 
the application of the net loss provision is dependent 
upon which company of a group, affiliated during the 
whole period, has made the loss. 

The Court of Claims has squarely held that it is 
necessary to see which corporation sustained the net 
loss, even when it was sustained during the period 
of affiliation. The question has not yet been de- 
cided by the United State Supreme Court, but the 
decision of that court can only relate to the period 
prior to January 1, 1929, because Regulations 75 be- 
came effective as of that date, and the Commissioner 
of Internal Revenue has seen fit to allow the net loss 
to be carried forward regardless of the company that 
sustained it (under proper safeguarding conditions). 

In this connection, we have another interesting 
illustration of what is almost bound to happen when 
a rule is laid down that fails to look at the substance 
of the matter, and a case arises in which it produces 
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an absurd result. In the recent case of Industrial 
Cotton Mills Company, Inc. v. Commissioner, 61 F. 
(2d) 291, decided by the Circuit Court of Appeals 
for the 4th Circuit, it appeared that Corporation A 
and Corporation B were affiliated (the stock of the 
latter being the sole asset of the former), that Cor- 
poration A merged Corporation B into itself, and that 
the question then arose whether Corporation A could 
take the loss sustained by Corporation B prior to 
the merger. The Court recognized the doctrine of 
the Woolford Realty Company case and of other cases 
along the same lines, but pointed out that under the 
facts there presented, “the law should look through 
form to substance, and treat the income in law, as 
it is in fact, the income of the corporation which has 
sustained the loss”; and it allowed the loss to be 
deducted. 


The attempt to lay down rules for the imposition 
of the income tax which are based upon the form of 
the transaction rather than upon its real substance, 
is apt to cause confusion when cases come before 
the courts in which that rule works an unjust re- 
sult. Thus, in the recent case of Pinellas Ice and Cold 
Storage Co. v. Commr., 57 F. (2d) 188, there came be- 
fore the Circuit Court of Appeals a situation in which 
matters of form pointed to a non-taxable reorgani- 
zation within the words of the law, but which in 
substance the Court thought was not a non-taxable 
reorganization within the intent of the law; and the 
Court construed the statute so that the transaction 
was taxable. (The United States Supreme Court has 
now granted certiorari to review this decision.) 

Other cases can readily be cited to illustrate this 
real difficulty. When a case arises in which the ap- 
plication of a hard and fast statutory rule produces 
a result having no reasonable relation to the true 
merits, the courts have a natural desire to look 
through substance and produce a result that will 
work justice. 

The United States Supreme Court has said: 
“when applying the provisions of the Sixteenth 
Amendment and income laws enacted thereunder, 
we must regard matters of substance, and not mere 
form” (Weiss v. Stearn, 265 U. S. at p. 254). That 
court has repeated that language on a number of 
occasions, and the same language has been repeated 
by other courts on many occasions. But what can 
the courts do if the statutes are so drawn as to make 
their rules depend upon matters of form rather than 
of substance? It would seem as though from every 
standpoint the wisest course would be to have our 
income tax laws drawn so as to state their provi- 
sions in terms of general principles that regard the 
substance of the transaction rather than the form 
that it may happen to take. 


Unquestionably, we are going through a period of 
trial and error in the field of the income tax law; but 
the Treasury Department must through the years 
be obtaining a vast amount of experience, and it 
would seem desirable that the experts of the De- 
partment should draft an income tax law in the form 
of principles, based upon the substance of the trans- 
actions, much in the way that the American Law 
Institute is now working upon a restatement of other 
branches of the law. 
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Insurance Companies, Methods of Accounting 
in Determination of Tax Liability, 7 :263 

Insurance Companies, Taxation of, 9:343 

Insurance Company Classification, 4:147 

Insurance Renewal Commissions, Assignment 
of, 1:27 

Interest, Taxable, 5:186 

Interest on Condemnation Awards, 7 :263 

Interest on Offer in Compromise, 8 :303 

Interest on Overpayments, 3:104; 8:303 

Interest Received on a Refund, Status of, 3:104 
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Inventory Valuations, 1:28 

Invested Capital, 3:104; 5:186; 7:263; 8:303 
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Jurisdiction of the Board of Tax Appeals, 1:28; 
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Leases, Inclusion as Paid-in Surplus, Depre- 
ciation, 1:28 

Liability of Collectors of Internal Revenue for 
Taxes Illegally Collected, 8:303 

Life Insurance Companies, Deductions from 
Gross Income, 11:426 

Liquidating Dividend Distinguished from Com- 
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Taxable Gain, 8:306 

Taxable Income, 2:64; 3:107; 7:266; 9:344 

Time of Realization of Profit on a Sales Con- 
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Transferee Tax Liability, 7:266; 9:344 
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Transportation of Oil by Pipe Line, 9:345 

Trust Distinguished from an Association, 7 :266 

Trust Property, Depreciation, 5:188 

Trusts, Income from, 3:107 

Trusts, Retroactive Effect of Sec. 219 (g) 
Revenue Act of 1924, 11:428 

Trusts, Taxation of, 9:345; 12:468 
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Valuation of Property, 10:386 
Valuation of Securities, 9:345 
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Waivers, Interest on Overpayment, Taxes, 
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Affiliated Corporations, 2:64; 9:346 
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Assignment of Income from Partnership, 3:108 
Association Distinguished from Trust, 7 :268 
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Bad Debts, 4:149; 7:268 

Basis for Depreciation and Depletion, 12:473 

Basis for Gain or Loss, 5:188 

Basis for Realty Sold in 1928 by a Surviving 
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Testamentary Trust, 11:424 

Bond Discount, 6 :226 
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Business Expense, 2:65 
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Capital Gain, 4:150 

Capital Net Gain, 9:346 

Community Property, Survivor, Fiduciary, 2:65 
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Compromise Payments in Settlement of Litiga- 
tion, 11:424 
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Contributions to Trusts, Deductions for, 2:65 

eee Dissolution Through a _ Trust, 

Credit Allowable on Account of Accrual of 
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Depletion and Depreciation Basis on Property 
acquired by Foreclosure, 3:108 
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Domicile for Income Tax Purposes, 8:313 
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Estates, Federal Income Tax Liability, 6:227 

Estates, Taxable Income, 7 :270 
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Preparation, 4:150 
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Fraud in Reporting Income, 3:108 


I 


Income, Taxable, 9 :346 

Income from Trust Estate, 11:425 

Installment Sales, 7 :270 

Insurance Companies, Taxation of, 1:30; 2:66 
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Intervening Petition, Right to File, 7:270 

Invested Capital, 2:66 
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Net Loss, 2:66; 6:228; 9:346; 12:473 

“Net Loss” in the Case of an Affiliated Group 
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Nonresident Aliens, Taxation, 2:66; 7:271 

Nontaxable Income, 2:76; 7:271 
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Oil Wells, Deductions in Computing Taxable 
Income, 2:76 
Oil Wells, Depletion, 5:189 
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Partnership Income, 1:30; 2:76 

Property Acquired in a Reorganization, Basis 
for Determining Gain or Loss, 3:108 

Property Exchanges, 9 :346 

Property Transfers, 5:189; 6:228 
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Railroads, Taxation of, 12:474 
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Revocable Trusts, 7 :271 
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Security Syndicates, Tax Liability, 6:229 
Special Assessment, 12:474 
Statute of Limitations, 2:76; 6:229; 
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Testamentary Trust, Status of, 7:271 
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Transferees, Basis for Determining Gain or 
Loss, 5:190 

Transferees, Tax Liability, 6:229; 7:271; 9:346 

Trust Taxable as an Association, "3:109 
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7 :261 

Individuals Returns, 10:388 

Information Return, Ownership 
(Form 1001), 1:31 

Information Return, Ownership of Stock and 
Dividends (Form 1087), 1:31 

Inspection of Tax Returns, 5:192; 7:261 
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Malt Syrup, 11:389 
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Misrepresentation of Tax, 8:312 
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Stamp Tax, 12:479 

Status under California Law of Husband and 
Wife Living Apart but not Divorced, 7 :262 

Stock and Rights, Sale of, 3:103 


sy 


Tax-Exempt Income, 10:388 
Tax Returns, 11:428 
Taxable Income, 7:262; 10:388 

Taxable Income from Grant of an Easement, 
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Nearly 100,000,000 Shepard pages were 
printed and over 1,700,000 new citations 
added during the year 1931. This makes 
Shepard's Citations one of the world's great- 
est contributions to the legal profession. 


The Frank Shepard Company realizes that 
this outstanding achievement was made pos- 
sible only by the loyalty of its associates and 
the universal approval of its tens of thousands 
of subscribers. 


Therefore, we take this occasion to ex- 
press our appreciation for the confidence 
placed in us and to pledge, herewith, a con- 
tinuance of the policy of progress, which has 
ever increased the value of Shepard's Cita- 
tions—and which finds further expression in 
the publications now in preparation for the 
year 1932. 


SUVUEULENUUEADUEEUUEAA LEAD TSA EEL CET CUU EE 


The Frank Shepard Company 
76-88 Lafayette Street 
New York 
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An appropriate gift to a professional man or woman. We can make direct 
shipments, enclosing card of sender. , 


OUTLINE OF AUDIT PROCEDURE 


THOMAS J. HOGAN, C. P. A. (N. Y. and N. J.), 
MALACHI A. FINNEN, C. P. A. (N. Y.); P. A. (Ill), 


Practicing Public Accountants and Members of the Faculty of St. John’s College, 
School of Accounting, Commerce and Finance. 


This book embodies the boiled-down essence of audit procedure for the busy practi- 
tioner and provides for the beginner accountant and auditing student additional practical 
aids to supplement his study of standard auditing works. The volume is replete with 
modern up-to-date audit guides and material gathered by two active practitioners of 
recognized standing. 

The book outlines the construction of a thorough audit program with the necessary 
cautionary remarks for its use. The essential audit steps necessary for the average type 
of audit are presented in clear and tabulated form. The volume also contains instruc- 
tions for surveys to be made before audit work is commenced to determine the extent 
of internal check in the client’s organization. 

Efficiency of the accounting staff is increased by the use of forms that are illustrated 
and explained, among which are the following: Engagement Memorandum, Specimen 
Audit Program, Confirmations, Accountants’ Time Reports, and Case Time Records. 
Better understanding in the relations between accountant and client are made possible 
by the Classification of Accountancy Services, which is reprinted in the volume. 


Cloth Bound, $3.00. 
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ESTATE ADMINISTRATION | 
and ACCOUNTING 


CHESTER J. DODGE 
Auditor of Accounts, Surrogate’s Court, New York County. 
A NEW WORK 


for attorneys, administrators, executors, trustees, accountants and others interested 
in the administration and settlement of decedents’ estates; classifying and analyzing the 
new Decedent Estate Law of New York State and setting forth the laws before 1930 
that still affect estates; enriched by quotations and citations from more than 640 court 
decisions and reported cases, including 1932, which place vital constructions on the 
present administration of estates. 

Among the important features, the work contains: 

Specific steps to be followed in the administration of estates, together with the 
exact method of procedure in Surrogates’ Courts to avoid delays and confusion. In- 
struction for the preparation of Executors’, Trustees’ and Administrators’ accounts with 
description of items to be included in each schedule and the audit steps necessary to 
verify estate assets. Specific procedure, with examples, for calculating commissions, 
inheritance taxes and income taxes under New York State Law and the new 1932 
Federal Law. 

The author’s position as auditor for the Surrogate’s Court in one of the most 
agg ney financial districts in the world insures the accuracy and authoritativeness of 

e work. 
A complete table of cases, listing citations, to save time of the busy practitioner. 


Fabrikoid Bound—Price $5.50. 


These books are on sale at leading book stores. 
Where books are not available, orders may be sent direct to the publisher. 
Postage free on orders, accompanied by remittance. 


STANDARD TEXT PRESS 


186 Joralemon Street Telephone Triangle 5-1532. Brooklyn, New York 








